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Preface

The 1997 Tax Act was welcome relief to the successful American. Front-page news
stories across America carried the wonderful news of the 20 percent and 18 percent
capital gains rates on property held for eighteen and sixty months, respectively.
These same stories also touched on the new breed of individual retirement accounts
(IRAs) called the Roth or Dream IRAs. From both the client’s and planner’s
perspective, the Roth IRA (when analyzed in conjunction with a client’s other
investment assets and the client’s traditional IRA) provides a myriad of opportunities
and complexities.
The heart of the Roth IRA is a nondeductible contribution followed by nontaxable
withdrawals. The true benefit of the Roth IRA is a seldom-discussed provision that
allows a taxpayer to convert an existing IRA to a Roth IRA. The price of conversion
is realizing income equal to the value of the IRA spread ratably over a period of
four years. Under the Act, to enjoy the four-year spread of income, the election
to convert the IRA must be made by December 1998—yes, December 1998. This
means you have about one year with which to discuss this opportunity with 100
percent of your clients with IRAs. It appears that conversion, without the fouryear spread, will continue to be available after 1998.
The key issue is what you will tell your clients. Should they elect to convert to a
Roth IRA, or is this simply a congressional fantasy? Initial analysis indicates that
the Roth IRA is a superior wealth-creation vehicle compared with the traditional
IRA. Key considerations are the client’s current income tax situation, post-retirement
tax situation, and age. Generally, the younger the clients and the larger their IRAs,
the more likely that an election makes sense.
The decision to contribute annually to a Roth IRA is an easy one provided the
client will not need the funds until after age 591/2. Both the $2,000 Roth IRA and
the conversion IRA will be available January 1, 1998.
On the surface, it appears that certain taxpayers may elect to convert a portion of
their existing IRAs to a Roth IRA. Unfortunately, the conversion right does not
appear to be available to taxpayers with an adjusted gross income (AGI) of over
$100,000. It also appears that Roth IRAs may be rolled over at the death of one’s
spouse and that a traditional rollover IRA can be converted to a Roth IRA.
The Act also expanded the application of the limits for deductible IRAs and allows
a taxpayer whose AGI is below $150,000 to make nondeductible contributions to
Roth IRAs.
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Introduction to the
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chapter I

Introduction to the Roth IRA

Overview of Key Changes
After the Taxpayer Relief Act of 1997 (the Act) becomes effective
(applicable to tax years beginning after December 31, 1997), there will be
three types of individual retirement accounts (IRAs):

Traditional deductible IRAs
The new Roth IRA
The traditional nondeductible IRA
Each IRA has unique rules that tax and financial planners (hereafter
planners) need to understand.

Act Section 301: Overview
Act Section 301, Restoration of the IRA Deduction for Certain Taxpayers,
increases the income limits on deductible IRAs for married taxpayers.
Furthermore, the restriction that an individual is considered to be an active
participant because his or her spouse is an active participant was eliminated.
Chapter II covers this provision.

Act Section 302: Overview
Act Section 302, Establishment of Nondeductible Taxfree Individual Retirement
Accounts, creates a new breed of IRA called the Roth or Dream IRA (for
simplicity, the new IRA will be called the Roth IRA). Under certain
circumstances, existing IRAs may be converted to Roth IRAs. The
statutory guidance for the Roth IRA is covered under Internal Revenue
Code (IRC) Sec. 408A. IRC Sec. 408A(a) provides that, except as
provided under this new Code section, the traditional IRA provisions
continue to apply.1 Further, the Act provides that no deduction is allowed
for Roth IRA contributions12 and that contributions must be made by the
due date for filing the contributor’s income tax return.3
In addition, the maximum contribution that can be made to a Roth IRA
is phased out for single taxpayers with an adjusted gross income (AGI)
between $95,000 and $110,000 and for joint filers with an AGI between
1 Appendices A and B contain a complete copy of IRC Sec. 408A and the related committee report.
2 IRC Sec. 408A(c)(l).

3 IRC Sec. 219(f)(3).
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$150,000 and $160,000.4 The maximum contribution to a Roth IRA and
traditional IRA cannot exceed the maximum contribution permitted to an
IRA; generally, $2,000, except for taxpayers in the phaseout range.
Taxpayers with an AGI over the maximum contribution limitation are
allowed to make traditional nondeductible IRA contributions.
Example: John and Eva have an adjusted gross income (AGI) of

$175,000. They are still allowed to make a nondeductible contribution
to their IRAs.
When the Roth IRA is not available to a client, you should not
overlook the opportunity to create wealth within the nondeductible
IRA. Table 1.1 compares a nondeductible IRA with an outside
investment account.
Example: Gerry is twenty-two years old and makes $2,000 annual

contributions (subject to income tax at 28 percent) for the forty-year
period from 1998 to 2037. The invested funds grow at a 10 percent
annual rate and the gains in the taxable account are subjected to a 22
percent capital gains rate.
Table 1.1: Nondeductible IRA vs. Taxable Account Before
Estate Tax

Year
1998
2003
2008
2013
2018
2023
2028
2033
2038

Nondeductible IRA
Annual
Contribution5
Net to Family6
$2,000
$2,1447
$2,000
$15,582
$2,000
$35,513
$2,000
$65,904
$2,000
$113,140
$2,000
$187,504
$2,000
$305,558
$2,000
$493,977
$0
$793,573

Taxable Account
Annual
Contribution
Net to Family

$2,000
$2,000
$2,000
$2,000
$2,000
$2,000
$2,000
$2,000
$0

$2,1568
$15,737
$35,507
$64,288
$106,187
$167,183
$255,978
$385,244
$571,271

4 IRC Sec. 408A(c)(3).
5 In all examples the contributions will be deemed to be made on the first day of the year.

6 The net to family is an as if calculation that liquidates the IRA every year subjecting it to income tax at 28
percent.

7 $2,000 annual contribution + $200 growth — $56 in tax at liquidation [($2,200 — $2,000) X 28 percent] =
$2,144.
8 $2,000 annual contribution + $200 growth - $44[($2,200 - $2,000) X 22 percent] = $2,156.
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IRC Sec. 408A(d)(l)(A) provides that any qualified distribution from a
Roth IRA is not includible in gross income. Under the Act, a qualified
distribution is a distribution that meets one of the following tests.

1. It is made on or after the day on which the taxpayer reaches
age 591/2.
• Example (1): Dave has a Roth IRA with a basis of
$40,000 and a fair market value of $100,000. At age sixty,
Dave takes a distribution of the entire $100,000, which is
a qualified distribution and not subject to income or
penalty taxes.
2. It is made to a beneficiary (or to the taxpayer’s estate)

following the taxpayer’s death. If the distribution is made
within the five-taxable-year period beginning with the year
the first contribution is made, the distribution is not a
qualified distribution (see below).
• Example (2): Same as Example (1), except Dave dies

before taking the distribution. Because of Dave’s death,
any distribution from his Roth IRA is a qualified
distribution. However, if Dave’s wife were to roll these
funds into her own IRA, the rollover IRA would be
treated as her IRA, and distributions taken before she
reaches age 591/2 will not be qualified distributions.
5. It is attributable to the taxpayer’s being disabled (see IRC
Sec. 72(m)(7) for the definition of disabled).
• Example (3): Dave is disabled within the meaning of

IRC Sec. 72(m)(7). In this instance, any distributions
from the IRA are qualified distributions.
4. It is a qualified special-purpose distribution as defined in

IRC Sec. 72(t)(2): distributions for specified education
expenses or for acquisition costs of named first-time home
buyers.

A distribution is not a qualified distribution if either of the following is
true:
1. It is made within the five-taxable-year period beginning
with the year the first contribution is made.
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2. In the case of a rollover contribution, the distribution is

made within the five-taxable-year period beginning with the
rollover year.
This provision takes precedence over the death and disability exceptions
discussed above.
Generally, nonqualified distributions are taxable income, to the extent they
exceed basis.9
Example: Bob creates a Roth IRA by. contributing $2,000 a year for

five years. Thus, regardless of Bob’s age, he may withdraw $10,000
($2,000 X 5) from his Roth IRA tax-free.
The conversion of a traditional IRA to a Roth IRA is treated as a
distribution in which the taxpayer recognizes taxable income. If the
conversion is made in 1998, however, the income can be recognized
ratably over a four-year period.10
Example: Tim, age sixty, converts his $100,000 traditional IRA to a

Roth IRA. Tim is required to recognize income equally over a fouryear period (see Table 1.2).
Table

1.2
Year
1998
1999
2000
2001

Income Recognized
$25,000
$25,000
$25,000
$25,000

Tim will pay estimated tax on a quarterly basis, except in year one when
some additional deferral may result provided Tim qualifies under one of
the estimated-tax payment exceptions.

There is no prohibition against conversion after one’s required beginning
date.

9 IRC Sec. 408A(d)(l)(B). In applying IRC Sec. 72 to any distribution from a Roth IRA which is not a qualified
distribution, such distribution shall be treated as made from contributions to the Roth IRA to the extent that such
distribution, when added to all previous distributions from the Roth IRA, does not exceed the aggregate amount of
contributions to the Roth IRA.
10 IRC Sec. 408A(d)(3)(iii); the Tax Technical Corrections Act of 1997—hereafter TTCA ’97—(HR 2645)
reported out by the House Ways and Means Committee proposes a 10 percent penalty tax on distributions made
during the five-year period following the conversion of an IRA to a Roth IRA.
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Example: Sylvia, age seventy-five, has $200,000 in her IRA. In 1998

she makes a conversion election; from 1998 to 2001 (four years) she
recognizes ordinary income of $50,000 annually.
Income on post-1998 conversions is recognized in the year of
conversion. 11
Example: Michael has $200,000 in his IRA. In 1999, he makes a

conversion election and recognizes ordinary income of $200,000. The
four-year spread is not available for conversions after December 31,
1998.
Existing IRAs can be converted to Roth IRAs unless—
1. A taxpayer’s AGI exceeds $100,000. For purposes of this

rule, AGI does not include IRA income recognized upon
conversion, but does include certain foreign income items.12
11
• Example: Gary and Barb have AGI of $90,000 (before

the conversion election). They elect to convert $500,000
of existing IRAs to a Roth IRA. Gary and Barb can elect
to convert.
2. The taxpayer is married and filing separately.13

The Act provides that required minimum distributions prior to the
participant’s death are not required after age 701/2.14 This suspension of the
required-minimum-distribution rules is available for Roth IRAs created
with annual contributions and from Roth IRAs created by rollovers of
traditional IRAs.
Example: Harry, age sixty-nine, converts his traditional IRA to a
Roth IRA. Upon conversion, no minimum distributions are required.

The Act provides that contributions to a Roth IRA will be permitted
after age 701/2.15
Example: John, age seventy-one, is still working and earning
$40,000 annually. John can continue to make contributions to a Roth
IRA.
11 IRC Sec. 408A(3)(A).
12 IRC Sec. 408A(c)(3)(B)(i); items added back include excluded foreign earned income under IRC Sec. 991, and
income from U.S. savings bonds attributable to college expenses.

13 IRC Sec. 408A(c)(3)(B)(ii).
14 IRC Sec. 408A(c)(5).

15 IRC Sec. 408A(c)(4).
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Because of the $100,000 AGI limitation, proper planning can open the
door to a conversion election. Taxpayers can shift income into 1997
and 1999, thereby reducing their AGI below $100,000. Therefore,
planners should make their clients aware of this planning opportunity,
so they can take steps to keep their AGI below the $100,000 limit by
accelerating income into 1997 while working on strategies to defer
income into 1999.

Ideas for Managing Income
The following are available techniques and considerations that can be used
to keep 1998 AGI below $100,000.

Deferring Income
Avoiding regular 1998 IRA distributions

Converting taxable bonds to municipal bonds

Entering into deferred compensation agreements

Purchasing certificates of deposits (CDs) and one-year
Treasury bills (to defer income to January 2, 1999)
Avoiding recognizing capital gains during 1998
Deferring beginning Social Security payments until January
1999

Purchasing a tax-deferred annuity

Maximizing Adjustments to Income (Reduce AGI)
Traditional IRA deductions
Moving expenses
One-half of self-employment tax

Self-employed health insurance deduction
Keogh and self-employed simplified employee pension (SEP)
plans
Penalty on early withdrawal of savings
Alimony paid
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Potential Problems
1. Following the conversion of a traditional IRA to a Roth

IRA in 1998, AGI is inadvertently allowed to exceed
$100,000.
• Example: Richard and Mary project their 1998 AGI to

be $70,000. In January 1998, they convert their $500,000
traditional IRA to a Roth IRA. In June, Richard and
Mary win the lottery, which pushes their AGI for 1998
over the $100,000 AGI limit. Because their AGI exceeds
the $100,000 limit, the Roth IRA election is not
effective, and they cannot take advantage of the four-year
spread for the income recognized. It is hoped that the
Internal Revenue Service will take a practical approach
and provide a procedure for transferring the funds back to
the original IRA.
2. Several issues remain unresolved; it is hoped the IRS will

address them in the near future. The Act does not address
whether—
— Converting to a Roth IRA after the required beginning
date allows a taxpayer to make new recalculation
elections and name new designated beneficiaries. If this is
available, it will help many couples when both individuals
are recalculating life expectancy.
— An inherited (that is, a beneficial) IRA can be converted
to a Roth IRA.
— The conversion to a Roth IRA before a participant’s
required beginning date on April 1, 1998, allows the
participants to ignore the required minimum distribution
that would be due on April 1, 1998, if the IRA were not
converted.
— Required minimum distributions are suspended in the
year of conversion.
Example: John, age seventy-five, makes a conversion election on
January 1, 1998. Is there a required distribution for 1998, the year of
conversion? Some commentators think the distributions would have to
be made; others reason that because income is realized on conversion,
no minimum distribution is required.
9
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Basic Roth IRA Examples
Tom and Sue, both age thirty, make nondeductible Roth IRA
contributions from 1998 to 2037. Table 1.3 compares the Roth with the
traditional IRA.
Table 1.3: The Roth IRA vs. The Traditional IRA: Net to Family
Before Estate Tax
Net to Family16

Year
1998
2003
2008
2013
2018
2023
2028
2033
2038

Roth IRA16
1718

30
35
40
45
50
55
60
65
70

$2,20019
$16,974
$40,769
$79,089
$140,805
$240,200
$400,276
$658,079
$1,071,074

Traditional IRA18
$2,18820
$16,628
$39,295
$74,945
$131,112
$219,755
$359,872
$581,685
$931,129

When the tax bracket remains the same and distributions are not taken into
account there is no difference. However, required minimum distributions
(RMD), estate taxes, and bracket run will make the Roth IRA more
desirable.
Example: Ron, age sixty, makes nondeductible Roth IRA

contributions and deductible IRA contributions to a traditional IRA
from 1998 to 2007. Table 1.4 shows the value of the Roth IRA:

16 This example assumes no estate tax, 28 percent federal income tax rate, no state income tax, and 10 percent
growth on investments inside and outside the IRAs, and a 22 percent tax on outside assets.
17 This column assumes contributions of $2,000 from 1998 to 2037.
18 This column assumes contributions of $2,560 until 2037. The $2,560 contribution represents a $2,000 annual
contribution to a deductible IRA plus $560 (2,000 X 28 percent tax rate) representing the tax savings.

19 $2,000 annual contribution + $200 growth at 10 percent. No income tax on liquidation because the IRA is a
Roth IRA.
20 $2,000 annual contribution + $200 growth at 10 percent - $616 of taxes at a 28 percent tax rate at liquidation.
Because the $2,000 is a pre-tax contribution there is an outside balance consisting of $560 ($2,000 X 28 percent).
The tax savings, $560 annual tax savings + $56 of growth at 10 percent — $12 of taxes at a 22 percent tax rate.
Therefore, the IRA balance ($2,000 + $200 — $616) plus the outside balance ($560 + $56 — $12) equals net to
family of $2,188.
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Table 1.4: Roth IRA
Year
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020
2021

Beginning
Balance
$0
$2,200
$4,620
$7,282
$10,210
$13,431
$16,974
$20,872
$25,159
$29,875
$35,062
$38,569
$42,425
$46,668
$51,335
$56,468
$62,115
$68,327
$75,159
$82,675
$90,943
$100,037
$110,041
$121,045

Annual
Contribution
$2,000
$2,000
$2,000
$2,000
$2,000
$2,000
$2,000
$2,000
$2,000
$2,000
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0

Growth at
10%

$200
$420
$662
$928
$1,221
$1,543
$1,897
$2,287
$2,716
$3,187
$3,506
$3,857
$4,243
$4,667
$5,133
$5,647
$6,212
$6,833
$7,516
$8,268
$9,094
$10,004
$11,004
$12,104

Required
Distribution
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0

Ending
Balance
$2,200
$4,620
$7,282
$10,210
$13,431
$16,974
$20,872
$25,159
$29,875
$35,062
$38,569
$42,425
$46,668
$51,335
$56,468
$62,115
$68,327
$75,159
$82,675
$90,943
$100,037
$110,041
$121,045
$133,149

Economics of Paying Income Tax on Conversions

Tax Payment From Other Assets: The Preferred Solution
The most powerful way to increase wealth transfer when making a Roth
IRA election is to pay the income taxes with outside assets. This allows
the entire amount of the IRA to remain in a tax-deferred investment that
will not be subject to income tax in the future.

Tax Payment From Inside the Roth IRA
If a client does not have sufficient outside assets, Roth IRA funds may be
the only source from which to pay taxes. By converting the traditional
IRA to a Roth IRA before distributions, a client can use the four-year
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period to pay the income taxes due on the conversion and avoid the 10
percent penalty because basis is deemed to be distributed first.21

Tax Payment From a Traditional IRA
This option is not the first choice, because the distribution is taxable in
1998, and is not eligible for the four-year spread available by first
converting the traditional IRA to a Roth IRA. Furthermore, if the client
is under the age of 591/2, the 10 percent penalty tax may be imposed on
early withdrawals.

Partial Conversions
In many cases it is not feasible to convert a client’s entire IRA. If this is
the case, the most viable solution is to do a partial conversion. The
amount of the rollover depends on a number of variables, such as the
availability of cash to pay the taxes, the client’s age, the client’s current tax
bracket versus expected future tax bracket, and the client’s overall estate
plan.

Summary: Some Random Thoughts
1. In most cases, it is advantageous for your clients to make a

partial Roth IRA election.
2. The best way to pay the income taxes arising from the

conversion is with high-basis outside funds.
3. In many situations, only a partial conversion is acceptable

from a financial or cash flow perspective.

21 The TTCA ’97 provides that distributions before age 591/2 will be subject to a special 10 percent penalty tax,
and that distribution from a 1998 conversion to a Roth IRA will be subject to a second 10 percent excise tax.
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chapter II

Additional Changes in the Taxpayer Relief Act of 1997

Repeal of the 15 Percent Excise Tax
Act Section 1073 repeals the 15 percent excess distributions tax and 15
percent excess accumulations tax. The excess distributions tax does not
apply to distributions made after December 31, 1996, and the excess
accumulations tax does not apply to decedents dying after December 31,
1996.
Under IRC Sec. 4980A, aggregate distributions from a qualified retirement
plan, tax-sheltered annuity, or IRA, in any calendar year, that exceeded
$160,000 (for 1997) or a lump-sum distribution that exceeded five times
the aggregate distribution amount ($800,000 for 1997) were excess
distributions and therefore subject to a 15 percent excise tax. Furthermore,
IRC Sec. 4980A(d) imposed an additional 15 percent excise estate tax on
excess accumulations held in a retirement plan at death. Generally, excess
accumulations are the amount exceeding a hypothetical life annuity paying
$160,000 per year, adjusted annually for inflation.

Repealing the 15 percent excise tax has recreated an environment in
which maximizing the deferral of tax should be the optimal strategy for
most taxpayers.

Expansion of the Traditional Deductible IRA
The Act expanded a taxpayer’s ability to contribute to tax-deductible
IRAs. Under the old law, an individual could make tax deductible
contributions to an IRA up to the lesser of $2,000 or their annual
compensation, as long as neither the taxpayer nor his or her spouse was an
active participant in an employer-sponsored qualified retirement plan. The
old law also allowed deductible IRA contributions by taxpayers who were
not covered by employer-sponsored retirement plans, subject to certain
adjusted gross income limitations.

Under the Act, income phase-out limits increase gradually between 1998
and 2007 for deductible IRA contributions. Starting in 1998, the limits
increase to $30,000 to $40,000 for single taxpayers ($50,000 to $60,000 for
joint filers) until 2007, when they reach a phase-out range of $50,000 to
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$60,000 for single filers and $80,000 to $100,000 for joint filers (see Table
2.1).
Table 2.1: Phase-Out Level
Year
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
and beyond

Individuals
$30,000-$40,000
$31,000-$41,000
532,000-542,000
$33,000-$43,000
534,000-544,000
540,000-550,000
545,000-555,000
550,000-560,000
550,000-560,000

Joint Filers
550,000-560,000
551,000-561,000
552,000-562,000
$53,000-$63,000
554,000-564,000
560,000-570,000
565,000-575,000
570,000-580,000
575,000-585,000

550,000-560,000

580,000-5100,000

Another important benefit of the Act affecting deductible IRAs, is that an
individual is not considered an active participant in an employer-sponsored
retirement plan simply because his or her spouse is an active participant.
There is still a phase-out of the maximum deductible IRA contribution for
the individual who is not an active participant, but the phase-out range is
for AGIs between $150,000 and $160,000.
The act did not change the total annual IRA contribution (excluding
education IRAs) limits of the lesser of $2,000 or an individual’s earned
income.
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chapter III

Tax Planning for the Roth IRA Funded With Annual Contributions

Under the Act1 taxpayers with AGIs below $150,0001
2 (subject to a phasein provision) are allowed to make annual contributions totaling $2,000 to
the Roth IRA. Also, a husband and wife are able to make annual
contributions of $4,000.
Example: Ron and Lynn are both employed and have been
contributing to nondeductible IRAs. Instead, Ron and Lynn will now
begin to contribute to a Roth IRA that has a 10 percent annual return.
In fifteen years their $4,000 annual contributions will have grown from
their initial investment of $60,000 to approximately $130,000. Under
the Roth IRA, the growth will never be subject to income tax
provided the distributions are qualified.

If a client is currently making contributions to a nondeductible IRA,
the decision to make the same contributions to a Roth IRA is
relatively straightforward, unless the client plans on retiring or using the
funds before age 591/2.
Generally, the Roth IRA creates considerably more wealth, as shown
in Table 3.1, which assumes a 55 percent estate tax rate, a 28 percent
federal income tax rate and a 22 percent gains tax on outside assets, an
IRC Sec. 691(c) income in respect of a decedent (IRD) deduction, no
state income tax, 10 percent growth on investments inside and outside
the IRAs, 100 percent turnover on outside assets, minimum
distributions from the traditional IRA at age 701/2, and that the
participant’s current age in 1998 is 30. The annual contributions to the
Roth IRA are $2,000 until 2037, and to the Traditional IRA are
$2,560 ($2,000 contribution to deductible IRA plus $560 [$2,000 X 28
percent tax] represents the income tax saving) until 2037.

1 Annual contributions to Roth IRAs are limited to $2,000 less any deductible IRA contributions (IRC Sec.
408A(c)(2). There is no prohibition on making Roth IRA contributions after attaining age 701/2 (IRC Sec.
408A(c)(4)).
2 The maximum contribution that can be made to a Roth IRA is phased out for individual taxpayers with AGIs
between $95,000 and $110,000 and for joint filers whose AGI is between $150,000 and $160,000 (IRC Sec.
408A(c)(3)(C)).
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Table 3.1: Roth IRA vs. Traditional IRA, Net to Family After
Income and Estate Tax

Year
1998
2003
2008
2013
2018
2023
2028
2033
2038

Net to Family
Roth IRA
Traditional IRA
$99034
$9364
$7,102
$7,638
$18,346
$16,770
$35,590
$31,954
$63,362
$55,847
$108,090
$93,509
$180,124
$152,976
$296,136
$247,017
$481,983
$395,016

Penalty Tax
Younger taxpayers’ main problem with the Roth IRA is that Roth IRA
distributions before age 591/2 will be nonqualified distributions taxable as
ordinary income to the extent they exceed basis. Thus, if a taxpayer takes a
distribution before age 591/2, the taxpayer is subject to a 10 percent penalty
excise tax.5 If a taxpayer is fairly sure that he or she will not need the funds
before age 591/2, the Roth IRA represents a strong opportunity to
accumulate funds for retirement. The taxpayer will be able to avoid the 10
percent penalty by taking substantially equal periodic payments (SEPP) and
will avoid nonqualified distributions by withdrawing basis first.

3 $2,000 annual contribution + $200 growth at 10 percent. There is no income tax on liquidation because the
IRA is a Roth IRA. This also includes estate tax at 55 percent. $2,200 from Table 1.3 X (1 — 55 percent) = $990.

4 $2,000 annual contribution + $200 growth at 10 percent — $616 of taxes at a 28 percent tax rate at liquidation.
Because the $2,000 is a pre-tax contribution there is an outside balance consisting of $560 ($2,000 X 28 percent), the
tax savings. $560 annual tax savings + $56 of growth at 10 percent — $12 of taxes at a 22 percent tax rate.
Therefore, the IRA balance ($2,000 + $200 — $616) plus the outside balance ($560 + $56 — $12) equals net to
family of $2,188. This also includes estate tax and the IRC Sec. 691(c) deduction for federal estate taxes paid with
regard to income in respect of a decedent. $2,200 ending IRA balance before income tax + $604 ending outside
balance = $2,804 ending IRA and outside balance. $2,804 X 55 percent estate tax rate = $1,542 estate tax. The
amount attributable to the IRA is $2,200 X 47 percent federal estate tax rate (assumes 8 percent is attributable to the
state death tax) = $1,034. Therefore, the income tax with regard to the IRA is ($2,200 IRA balance — $1,034 IRC
Sec. 691(c) deduction) X 28 percent income tax rate = $326. Ending balance of IRA and outside account is $2,804
— estate tax of $1,542 — income tax of $326 = $936.
5 IRC Sec. 72(t). The TTCA ’97 adds several new 10 percent penalties and modifies the ordering of distributions
for purposes of the penalty provisions.
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To the extent the taxpayer is comfortable with the fact that withdrawals
from the Roth IRA are on a first-in, first-out (FIFO) basis, the taxpayer
may move forward with the Roth IRA knowing that for several years
(before reaching age 591/2) he or she will be able to withdraw funds tax
free; that is, a tax-free withdrawal of basis.6

IRC Sec. 408A(d)(l)(B).

21

Conversion of Existing

IRAs to the Roth IRA

chapter IV

Conversion of Existing IRAs

to the

Roth IRA

The conversion of existing IRAs to Roth IRAs is one of the most
complex issues confronting planners during 1998. To completely
understand the options available to clients, you should start with a review
of the IRC provisions governing the conversion of a traditional IRA to a
Roth IRA.
Perhaps the most cumbersome requirement is the $100,000 AGI
limitation.1 If a taxpayer’s AGI is (1) definitely going to be under
$100,000, or (2) can be kept under $100,000 through planning, a
conversion to a Roth IRA should be considered. If converting is desirable,
AGI can be managed if possible.

If a client converts his or her traditional IRA to a Roth IRA during 1998,
he or she is able to realize and recognize income resulting from the
conversion over a four-year period.1
2
Example (1): John, age sixty, is retired and expects to have a 1998

income of approximately $70,000. John currently has several IRAs,
including one valued at $500,000. After consultation with you, he
decides to convert that IRA to a Roth IRA. John will recognize
$125,000 of income in 1998, 1999, 2000, and 2001 and be required to
pay the related taxes over the same period of time.
If, however, John were to convert his IRA after 1998, he would be
required to recognize all of the income in the conversion year. If this
occurs, care must be taken to see that any resulting estimated taxes are
timely paid.
Example (2): On January 10, 1999, John makes an election to

convert his traditional $500,000 IRA to a Roth IRA. John will have
additional taxable income of $500,000 in 1999. Unfortunately, by
making his election in 1999, he is not eligible for the four-year
deferral, and a substantial portion of the conversion income will be
subject to tax at the 39.6 percent tax rate.

1 See IRC Sec. 408A(c)(3)(B)(i). Under this provision, actual AGI is increased by specified IRC Sec. 911 foreignincome items, and the exclusions for U.S. savings bond interest used for educational expenses and employerprovided adoption assistance.

2 See IRC Sec. 408A(d)(3)(A)(iii).
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Managing Investment Portfolio Income
to Reduce Taxation
At first glance, many taxpayers apparently cannot make the election to
convert their traditional IRA to a Roth IRA. However, if your careful
analysis of your client’s income shows that it is possible to shift income
from 1998 to 1997 or 1999, your client may decide to do so. This
involves traditional income tax shifting techniques that many planners have
used over the years. The following is an outline of a number of ideas that
may be helpful to reduce a client’s 1998 AGI. The client should—
Avoid regular IRA distributions.

Convert taxable bonds to tax-free municipal bonds.
Modify or create deferred-compensation agreements.
Purchase CDs or one-year Treasury bills designed to defer
income to January 1999.

Avoid capital gains in 1998.
Defer beginning Social Security until 1999.
Example (1): Brian, age sixty, is retired and expects to have a 1998

income of approximately $120,000. Included in this income will be
$60,000 of taxable bond interest income. To reduce Brian and his
wife’s income for one year, they may wish to convert their existing
bond holdings to municipal bonds or alternatively, in early January
1998, purchase CDs or one-year Treasury bills, which will pay income
in January 1999.
Example: Same as above, except Brian is currently negotiating a

post-retirement deferred-compensation agreement. Structuring the post
retirement deferred-compensation agreement to defer income beyond
1998 would work to keep Brian’s income below $100,000.
Another choice facing planners and their clients is the advisability of
converting all or a portion of an existing IRA to a Roth IRA. Neither
the Act nor its legislative history indicate that a taxpayer must convert
100 percent of his or her current IRAs to Roth IRAs. Apparently, a
taxpayer should be able to transfer funds from an existing IRA to a
Roth IRA (in a trustee-to-trustee transfer) and subsequently make the
Roth IRA election for the newly created Roth IRA. Although a
somewhat complex mathematical puzzle, this move allows the taxpayer
to optimize a percentage of his or her existing IRA that should be
26
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converted to a Roth IRA. Among the considerations regarding the
amount to convert are as follows:
The taxpayer’s current income tax situation and projected
income tax situation for the next five years

The impact on the taxation of current and future Social
Security benefits

The impact on estate planning
The need or lack of need to fund the family trust (for
example, a unified credit bypass trust) with IRA assets
The outside assets available to fund the tax liability incurred
by making a Roth IRA election
Converting before beginning to receive Social Security
benefits

Seven distinct reasons support making the IRA conversion election:
1. The taxpayer has a special tax attribute available in 1998,

1999, 2000, or 2001. For example, he or she may have
charitable deduction carryforwards, or investment tax credits.
2. The four-year spread over which to pay income tax provides

a slight advantage when comparing the traditional IRA with
the Roth IRA.
3. Suspension of the minimum distribution rules at age 701/2

provides a considerable advantage to the Roth IRA holder.
4. The payment of income tax before the imposition of estate

tax (when a Roth IRA election is made)—compared with
the available income in respect of a decedent (IRD)
deduction when a traditional IRA is subject to estate tax
provides a moderate benefit.3
5. Taxpayers who can pay the income tax resulting from a

Roth IRA election from non-IRA funds will benefit greatly
from the Roth IRA.
6. Taxpayers who need to use IRA funds to fund their

$600,000 unified credit bypass trust are well advised to
consider electing a Roth IRA for that portion of their
overall IRA funds used to fund the trust.
3 IRC Sec. 691(c).
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7. Taxpayers who make the Roth IRA election during their

lifetimes will reduce their overall estates, thereby lowering
the effect of higher estate tax rates.

As already discussed, taxpayers who need to use retirement assets to fund a
unified credit trust are well advised to consider the following strategy: To
the extent that their overall income tax rate will not be unduly reduced,
the taxpayer should consider converting up to $600,000 of a traditional
IRA to a Roth IRA. The amount in the Roth IRA can then be used to
fund the taxpayer’s unified credit bypass trust. Table 4.1 illustrates an
example of using a Roth IRA (from which taxes have already been paid)
compared with a traditional IRA. The computation assumes a $600,000
beginning balance with a beneficiary who is age 50; distributions from the
IRAs begin in 1998 and are based on a 33.1 year life expectancy; growth
both inside and outside the IRA is 10 percent with the outside growth
being subject to capital gains tax at 22 percent, and a 28 percent federal
income tax rate. There is no federal income tax on Roth IRA
distributions.
Table 4.1: Roth IRA vs. Traditional IRA After the Death of
Account Holder

Year

Ending Outside and IRA Balance
Roth IRA
Traditional IRA

1998
2003
2008
2013
2018
2023
2028
2033

$659,601
$1,049,890
$1,647,955
$2,551,577
$3,895,724
$5,859,341
$8,665,582
$12,627,550

$654,130
$999,593
$1,506,559
$2,235,940
$3,259,399
$4,648,242
$6,443,804
$9,091,836

Whether to Convert From a Traditional IRA
to a Roth IRA
Making the decision to convert is more than a mathematical or analytical
question; it must be addressed holistically, taking into account a client’s
financial, retirement, income tax, and estate planning. Having analyzed the
4 The IRC §691 (c) deduction is not available because a federal estate tax has not been incurred.
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Act and the related computations during the time since passage, the author
is reasonably certain that most individuals with more than $250,000 in
their plans should convert a portion of that plan to a Roth IRA. This
holds true to an even greater extent for individuals who have an excess of
$1 million in their plan and to a lesser, but still significant, degree for those
taxpayers with smaller IRAs.
To understand the conversion analysis, you should begin with the basic
computations.
Example (1): A client, Sue, has $500,000 in her IRA, which could
remain a traditional IRA from the years when Sue is age 60 to age 90,
or it could be fully converted to a Roth IRA. For ease of analysis, the
assumption is that the dollars will be taxed at 28 percent in both
instances. As Table 4.2 shows, there is no difference between
converting or not converting.
Table 4.2: A Traditional IRA vs. Roth IRA (No Estate Tax, RMD,
or Four Year Spread)5
Traditional IRA

Year

Jan
Dec.
Dec.
Dec.
Dec.
Dec.
Dec.
Dec.

Ending IRA
and Outside
Fund
Balance

1, 1998
$750,000
31, 1998
$820,000
31, 2003 $1,282,499
31, 2008 $2,009,468
31, 2013 $3,153,972
31, 2018 $4,958,583
31, 2023 $7,808,177
31, 2028 $12,314,089

Roth IRA

Taxes
on IRA

Net to
Family

Ending IRA
and Outside
Fund
Balance

($140,000)
($154,000)
($248,019)
($399,436)
($643,296)
($1,036,035)
($1,668,545)
($2,687,208)

$610,000
$666,000
$1,034,481
$1,610,032
$2,510,676
$3,922,548
$6,139,632
$9,626,881

$750,000
$666,000
$1,034,481
$1,610,032
$2,510,676
$3,922,548
$6,139,632
$9,626,881

Taxes
on IRA

Net to
Family

($140,000)
$0
$0
$0
$0
$0
$0
$0

$610,000
$666,000
$1,034,481
$1,610,032
$2,510,676
$3,922,548
$6,139,632
$9,626,881

Because there is no difference, are there other factors that may drive the
conversion? When you look deeper into this analysis, you will see that the
four-year spread of income, the suspension of minimum distributions at age
701/2 using non-IRA funds to pay the tax on the Roth conversion, and
the potential for reducing the overall combined estate and income tax will
all drive your clients’ decisions.
5 This assumes the Roth IRA election is made on January 1, 1998, and the entire tax liability for that year is
withdrawn from the Roth IRA. It also assumes growth of 10 percent; income tax of 28 percent; capital gain rates of
20 percent; and no estate tax, required minimum distribution, or four-year spread in income taxes for the conversion
to the Roth IRA. Under the pending TTCA ’97 there could be a tax on distributions within five years of
conversion.
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Example (2): Same as example (1) but the income tax is paid over

the four-year period. There is a slight change as Table 4.3 shows.
Table 4.3: A Traditional IRA vs. Roth IRA No Estate Tax
or RMD6

Year
Jan 1, 1998
Dec 31, 1998
Dec 31, 2003
Dec 31, 2008
Dec 31, 2013
Dec 31, 2018
Dec 31, 2023
Dec 31, 2028

Traditional IRA
Ending IRA
and Outside
Taxes
Fund
on IRA
Balance
($140,000)
$750,000
($154,000)
$820,000
($248,019)
$1,282,499
($399,436)
$2,009,468
$3,153,972
($643,296)
$4,958,583 ($1,036,035)
$7,808,177 ($1,668,545)
$12,314,089 ($2,687,208)

Roth IRA

Net to
Family

Ending IRA
and Outside
Fund
Balance

Taxes
on IRA67

Net to
Family

$610,000
$666,000
$1,034,481
$1,610,032
$2,510,676
$3,922,548
$6,139,632
$9,626,881

$750,000
$676,500
$1,066,298
$1,661,274
$2,593,202
$4,055,458
$6,353,684
$9,971,615

($140,000)
$0
$0
$0
$0
$0
$0
$0

$610,000
$676,500
$1,066,298
$1,661,274
$2,593,202
$4,055,458
$6,353,684
$9,971,615

Table 4.4 shows the effect of the required minimum distribution rules that
apply to a traditional IRA during a participant’s lifetime.
The Roth IRA is a superior vehicle to create wealth, because once a
taxpayer reaches age 701/2, no minimum distributions are required. The
most powerful variable you should take into account when analyzing
whether to convert from a traditional IRA to a Roth IRA is if your clients
can use outside funds, that is, funds not currently invested in IRAs, to fund
the income tax associated with the conversion to a Roth IRA. The
mathematical advantage of rolling funds into a Roth IRA and using
outside funds is quite staggering as Table 4.5 shows.
To understand the Roth IRA conversion analysis, you should reconcile the
analysis of Example (1) shown in Table 4.2, in which no benefit occurred,
to the analysis illustrated in Table 4.4 in which an overwhelming
difference is illustrated. This reconciliation, assuming an IRA balance of

6 This assumes the Roth IRA election is made on January 1, 1998, and the entire tax liability for that year is
withdrawn from the Roth IRA. It also assumes growth of 10 percent; income tax of 28 percent; and capital gain
rates of 20 percent; and no estate tax or required minimum distribution. Under the pending TTCA ’97 there could
be a tax on distributions within five years of conversion.
7 The income tax on the conversion to the Roth IRA is paid over four years. However, if a participant were to
die in 1998, his or her estate would have a liability for the income tax due over the next three years. Therefore, the
entire tax liability in 1998 is $140,000.
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Table 4.4: A Traditional IRA vs. Roth IRA: No Estate Tax8
Traditional IRA

Year

Ending IRA
and Outside
Fund
Balance

Taxes
on IRA

Jan 1, 1998
Dec 31, 1998
Dec 31, 2003
Dec 31, 2008
Dec 31, 2013
Dec 31, 2018
Dec 31, 2023
Dec 31, 2028

$750,000
$820,000
$1,282,499
$1,987,346
$2,917,328
$4,196,295
$5,882,243
$8,284,165

($140,000)
($154,000)
($248,019)
($378,302)
($439,075)
($433,052)
($256,020)
$0

Roth IRA

Net to
Family

Ending IRA
and Outside
Fund
Balance

Taxes
on IRA9

Net to
Family

$610,000
$666,000
$1,034,481
$1,609,044
$2,478,252
$3,763,244
$5,626,223
$8,284,165

$750,000
$676,500
$1,066,298
$1,661,274
$2,593,202
$4,055,458
$6,353,684
$9,971,615

($140,000)
$0
$0
$0
$0
$0
$0
$0

$610,000
$676,500
$1,066,298
$1,661,274
$2,593,202
$4,055,458
$6,353,684
$9,971,615

$500,000, an outside balance of $250,000, and growth over a thirty-year
period, is as follows:

Initial advantage based on conversion in one year,
no tax rate differential
$
0
Advantage attributable to four-year spread
344,734
Advantage attributable to deferral of distributions at age seventy 1,342,716
Advantage attributable to paying funds from outside of the IRA
981,859
Total advantage of Roth IRA over thirty years

$2,669,309

8 This assumes the Roth IRA election is made on January 1, 1998, and the entire tax liability for that year is
withdrawn from the Roth IRA. It also assumes growth of 10 percent; income tax of 28 percent; and capital gain
rates of 20 percent; a 100 percent turnover of outside investments; and that there is no estate tax. Under the
pending TTCA ’97 there could be a tax on distributions within five years of conversion.
9 The income tax on the conversion to the Roth IRA is paid over four years. However, if a participant were to
die in 1998, his or her estate would have a liability for the income tax due over the next three years. Therefore, the
entire tax liability in 1998 is $140,000.
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Table 4.5: A Traditional IRA vs. Roth IRA No Estate Tax and Tax
Payment From Outside Funds10
Traditional IRA

Year

Ending IRA
and Outside
Fund
Balance

Taxes
on IRA

Jan 1, 1998
Dec 31, 1998
Dec 31, 2003
Dec 31, 2008
Dec 31, 2013
Dec 31, 2018
Dec 31, 2023
Dec 31, 2028

$750,000
$820,000
$1,282,499
$1,987,346
$2,917,328
$4,196,295
$5,882,243
$8,284,165

($140,000)
($154,000)
($248,019)
($378,302)
($439,075)
($433,052)
($256,020)
$0

Roth IRA

Net to
Family

Ending IRA
and Outside
Taxes
Fund
on IRA11
Balance

Net to
Family

$610,000
$610,000
$750,000 ($140,000)
$677,200
$666,000
$677,200
$0
$1,083,825
$1,034,481 $1,083,825
$0
$1,609,044 $1,717,551
$1,717,551
$0
$2,478,252 $2,725,050
$2,725,050
$0
$3,763,244 $4,328,356
$4,328,356
$0
$5,626,223 $6,882,165
$6,882,165
$0
$8,284,165 $10,953,474
$0 $10,953,474

10 This assumes the Roth IRA election is made on January 1, 1998, and the entire tax liability for that year is
funded from assets outside the IRA. It also assumes growth of 10 percent; income tax of 28 percent; capital gain
rates of 20 percent; a 100 percent turnover of outside investments; and that there is no estate tax.
11 The income tax on the conversion to the Roth IRA is paid over four years. However, if a participant were to
die in 1998, his or her estate would have a liability for the income tax due over the next three years. Therefore, the
entire tax liability in 1998 is $140,000.
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and

Comparing the Traditional IRA, the Nondeductible IRA and the Roth IRA

The tables in this chapter show the computations of the traditional IRA,
the nondeductible IRA, and the Roth IRA. Interestingly, if tax rates are
the same, the benefit of the Roth IRA and the deductible IRA are exactly
the same after the imposition of income taxes.
Example: John contributes $2,000 annually to a Roth IRA, while

his wife, Jane, contributes $2,560 (the $560 representing the tax savings
on a $2,000 deductible contribution) annually to a deductible IRA.
Jane’s cousin, Marie, contributes $2,000 annually to a nondeductible
IRA. John, Jane, and Marie are age thirty and make contributions until
age seventy. At retirement, they remain in the 28 percent tax bracket.
Jane’s outside assets are subject to a 22 percent capital-gains tax. The
distributions to Jane and Marie are subject to tax at a 28 percent rate.
Table 5.1: Roth IRA vs. Traditional IRA vs. Nondeductible IRA,
No Estate Tax
Net to Family

Year

1998
2003
2008
2013
2018
2023
2028
2033
2038

Age
30
35
40
45
50
55
60
65
70

Roth
IRA

Traditional
IRA

Nondeductible
IRA

Taxable
Account1

$2,200
$16,974
$40,769
$79,089
$140,805
$240,200
$400,276
$658,079
$1,071,074

$2,188
$16,628
$39,295
$74,945
$131,112
$219,755
$359,872
$581,685
$931,129

$2,144
$15,582
$35,513
$65,904
$113,140
$187,504
$305,558
$493,977
$793,573

$2,156
$15,737
$35,507
$64,288
$106,187
$167,183
$255,978
$385,244
$571,271

The same basic analysis holds true upon conversion of an IRA. If, for
example, a client in a 28 percent tax bracket were to convert his or her
existing $100,000 IRA to a Roth IRA, his or her income would be
increased by $25,000 for each of four years.
Example: Jordan has $100,000 in his IRA and asks you to compare

allowing his IRA to remain as a traditional IRA or converting it to a
Roth IRA. Table 5.2 shows the basic Roth conversion analysis,
without taking into account the estate tax implications, the age 701/2

1 Annual investment of $2,000 with a 10 percent growth rate, 22 percent tax rate, and no estate tax.
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minimum distribution rules, or the ability to pay the tax upon
conversion over a period of four years.
Table 5.2: Basic Roth Conversion Analysis

1998 Value
Less tax at 28%
Subtotal
Growth over 20 years at 7%
Balance
Less tax at 28%
Net to family before taxes

Traditional IRA

Roth IRA

$100,000
0

$100,000
(28,000)

$100,000
$286,968
$386,968
(108,351)
$278,617

$72,000
$206,617
$278,617
0
$278,617

Interestingly enough, these tables show that there is actually no value to
using the government’s money over the twenty-year period.
Mathematically, whether the asset basis is reduced by 28 percent at the
front end (in the case of the Roth IRA) or later upon distributions, the
result is the same. However, if the client and the planner provide foresight,
they may be able to determine whether the taxpayer’s retirement income is
likely to be greater or smaller than his or her current income.
Example: A young CPA or lawyer would likely benefit more from

funding a Roth IRA than a deductible IRA. The deductible IRA may
provide an immediate tax benefit of 15 percent or 28 percent and then
be subject to a much higher rate when withdrawn. This is shown in
Table 5.3.
Table 5.3: Basic Roth Conversion Analysis

1998 Value
Less tax at 28%
Subtotal
Growth over 20 years at 7%
Balance
Less tax at 36%
Net to family before taxes

Traditional IRA

Roth IRA

$100,000
0
$100,000
$286,968
$386,968
(139,308)
$247,660

$100,000
(28,000)
$72,000
$206,617
$278,617
0
$278,617

In this instance, the wealth transfer is decreased by $32,000 because of the
increased tax rate. For those taxpayers who are currently in a 28 percent
tax bracket but expect their tax brackets to increase substantially when
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minimum distributions start, the Roth IRA may be a feasible alternative.
By recognizing income today, a smaller absolute amount of taxable income
is recognized, minimizing bracket creep. Additionally, the Roth IRA
provides the advantage of no minimum distributions at age 701/2 and as
discussed later in this chapter, income from a Roth IRA will not affect
taxation of the taxpayer’s Social Security benefits.

Alternatively, a client in later years of employment may be in the highearning years, earning just below the threshold for the deductible IRAs. If
the client anticipates that the retirement income needed from taxable
investments will be substantially less than the income in the client’s highest
earning years, he or she should use the traditional IRA.
Example: Lenny is currently a middle manager with a large

corporation. In 1998, he expects to earn approximately $48,000.
During the next ten years, he expects to retire and anticipates needing
an annual income (including Social Security benefits) of approximately
$25,000. For Lenny, the deductible IRA would provide a greater tax
benefit by providing an immediate deduction of 28 percent and
(potentially) later be subject to tax at a much lower rate.
In analyzing the Roth IRA versus the traditional IRA, you must also
take into account that when a taxpayer reaches age 701/2, minimum
distributions are required from the traditional IRA, whereas they are
not required from the Roth IRA.2 Because of this, once a taxpayer
reaches age 701/2, the Roth IRA begins to become the superior
wealth-creation vehicle. Table 5.4 comparing the Roth with the
traditional IRA on an after-income tax basis, shows the impact of
wealth creation uses a $500,000 traditional versus a $360,000 Roth
IRA at age 701/2.
During the last fifteen years listed in Table 5.4, the Roth IRA has
increased to $1,650,000, whereas the funds from the traditional IRA have
only grown to $1,480,000.

2 See IRC Sec. 408(d) for the tax treatment of distributions from a traditional IRA. See IRC Sec. 408A(c)(5) for
the tax treatment of the Roth IRA at age 701/2.
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Table 5.4: Roth IRA vs. Traditional IRA Net to Family No Estate
Tax, Impact of Minimum Distribution
4?^
70
71
72
73
74
75
76
77
78
79
80
81
82
83
84
85

Year
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013

Roth IRA34

$396,000
$435,600
$479,160
$527,076
$579,784
$637,762
$701,538
$771,692
$848,861
$933,747
$1,027,122
$1,129,834
$1,242,818
$1,367,099
$1,503,809
$1,654,190

Traditional IRA4
$395,663
$434,495
$476,746
$522,679
$572,577
$626,736
$685,473
$749,120
$818,026
$892,560
$973,107
$1,060,067
$1,153,858
$1,254,913
$1,363,674
$1,480,600

Taxpayers With Nondeductible IRAs
Some clients may have made nondeductible IRA contributions.5 In most
instances, clients who have substantial basis in their IRAs may be wise to
convert to a Roth IRA. By converting to the Roth IRA, all future
growth of the IRA is not subject to income tax. If a nondeductible IRA is
converted to a Roth IRA, apparently, income tax will only be paid on the
fair market value in excess of basis.6 It is possible, however, that the IRS
may take the position that the nondeductible IRA does not stand on its
own but must be taxed in conjunction with all of a taxpayer’s IRAs. In
this instance, if the taxpayer has deductible and nondeductible IRAs, you
would need to aggregate them to determine the basis in all the IRAs. The
basis would then offset income.
Example: Dave’s only IRA is valued at $42,000, and it has a basis of
$22,000. If this IRA were converted to a Roth IRA, $20,000 ($42,000
— $22,000) of income would be recognized. If this conversion occurred
3 Assumes a beginning balance of $360,000 with no required minimum distributions and a 10% growth rate.
4 Assumes a $500,000 beginning balance with required minimum distributions starting in 1998; a 10% growth rate,
a 28% income tax rate on distributions, and a 22% tax rate on the outside account. The required minimum
distributions are taken January 1 of each year.
5 See IRC Sec. 408(o) for general discussion of nondeductible IRA contributions.

6 See IRC Sec. 408A(c)(3)(D).
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in 1998, only $5,000 of income would be recognized each year for a
period of four years ($20,000 / 4 years = $5,000).
Even if Dave were in a 28 percent tax bracket, the effective rate on
this conversion will only be 13 percent7 because of his basis in the
IRA. Again, to the extent that the account grows in the future, 100
percent of the distributions will be tax-free and at age 701/2 and the
minimum required distribution rules will not be imposed. If Dave has
other IRAs, it is not clear whether the amount of income subject to
tax is determined on an IRA by IRA basis or on an aggregate basis.

The Intricacies

of

Analyzing the Conversion, Revisited

To understand whether a client should convert his or her existing IRA to
a Roth IRA, you should begin by examining the situation of a client who
is currently in the 28 percent tax bracket.
Example (1): Laura currently has an IRA valued at $500,000. Her
1998 AGI is expected to be $85,000. She consults with you about
whether to convert her existing IRA to a Roth IRA. Because of the
increase in the unified credit, Laura says that she does not expect to
incur an estate tax and wants your insight on this decision. She further
indicates that she would like you to use a 28 percent income tax
bracket for each year, ignoring the minimum distribution rules because
she assumes she will be taking distributions from either IRA during the
course of her retirement. Further, for sake of simplicity, Laura has asked
you to assume that 100 percent of the tax liability will be due in 1998.
Table 5.5 compares the two IRAs.
Example (2): Being an engineer by training, Laura now asks you to

return to example 1, except she would like to see the power of the
four-year deferral if she makes the election in 1998. Table 5.6 illustrates
this comparison.
Example (3): Same as example 2, except Laura pays the tax from
outside funds of $1,500,000. This is in addition to Laura’s $4,000,000
IRA balance. Table 5.7 illustrates this example.
Example (4): Same as example 2, except that Laura has asked you to
determine the impact of the minimum distribution rules on your
analysis. Table 5.8 illustrates this example.
7 Total tax liability of $5,600 divided by total value of $42,000 equals 13 percent.
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Table 5.5: Traditional IRA vs. a Roth IRA (No Estate Tax,
Required Minimum Distribution (RMD) or
Four Year Spread)8
Traditional IRA

Year

Jan
Dec.
Dec.
Dec.
Dec.
Dec.
Dec.
Dec.

Ending IRA
and Outside
Fund
Balance8910
11

1, 1998
$750,000
31, 1998
$820,000
31, 2003 $1,282,499
31, 2008 $2,009,468
31, 2013 $3,153,972
31, 2018 $4,958,583
31, 2023 $7,808,177
31, 2028 $12,314,089

Roth IRA

Taxes
on IRA

Net to
Family

Ending IRA
and Outside
Fund
Balance

($140,000)
($154,000)
($248,019)
($399,436)
($643,296)
($1,036,035)
($1,668,545)
($2,687,208)

$610,000
$666,000
$1,034,481
$1,610,032
$2,510,676
$3,922,548
$6,139,632
$9,626,881

$750,000
$666,000
$1,034,481
$1,610,032
$2,510,676
$3,922,548
$6,139,632
$9,626,881

Taxes
on IRA

Net to
Family

($140,000)
$0
$0
$0
$0
$0
$0
$0

$610,000
$666,000
$1,034,481
$1,610,032
$2,510,676
$3,922,548
$6,139,632
$9,626,881

Table 5.6: Traditional IRA vs. Roth IRA (No Estate Tax
Traditional IRA

Jan
Dec
Dec
Dec
Dec
Dec
Dec
Dec

Year

Ending IRA
and Outside
Fund
Balance

Taxes
on IRA

1, 1998
31, 1998
31, 2003
31, 2008
31, 2013
31, 2018
31, 2023
31, 2028

$750,000
$820,000
$1,282,499
$2,009,468
$3,153,972
$4,958,583
$7,808,177
$12,314,089

($140,000)
($154,000)
($248,019)
($399,436)
($643,296)
($1,036,035)
($1,668,545)
($2,687,208)

or

RMD)10

Roth IRA

Net to
Family

Ending IRA
and Outside
Fund
Balance

Taxes
on IRA11

Net to
Family

$610,000
$666,000
$1,034,481
$1,610,032
$2,510,676
$3,922,548
$6,139,632
$9,626,881

$750,000
$676,500
$1,066,298
$1,661,274
$2,593,202
$4,055,458
$6,353,684
$9,971,615

($140,000)
$0
$0
$0
$0
$0
$0
$0

$610,000
$676,500
$1,066,298
$1,661,274
$2,593,202
$4,055,458
$6,353,684
$9,971,615

8 This assumes the Roth IRA election is made on January 1, 1998, and the entire tax liability for that year is
withdrawn from the Roth IRA. It also assumes growth of 10 percent; income tax of 28 percent; capital gain rates of
20 percent; and no estate tax, required minimum distribution, or four-year spread in income taxes for the conversion
to the Roth IRA. Under the pending TTCA ’97 there could be a tax on distributions within five years of
conversion.
9 Assumes a 1997 ending IRA balance of $500,000 and an outside balance of $250,000.

10 This assumes the Roth IRA election is made on January 1, 1998, and the entire tax liability for that year is
withdrawn from the Roth IRA. It also assumes growth of 10 percent; income tax of 28 percent; and capital gain
rates of 20 percent; and no estate tax or required minimum distribution. Under the pending TTCA ’97 there could
be a tax on distributions within five years of conversion.

11 The income tax on the conversion to the Roth IRA is paid over four years. However, if a participant were to
die in 1998, his or her estate would have a liability for the income tax due over the next three years. Therefore, the
entire tax liability in 1998 is $140,000.
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Table 5.7: Traditional IRA vs. Roth IRA (No Estate Tax)12

Year
Jan 1, 1998
Dec 31, 1998
Dec 31, 2003
Dec 31, 2008
Dec 31, 2013
Dec 31, 2018
Dec 31, 2023
Dec 31, 2028

Traditional IRA
Ending IRA
and Outside
Fund
Taxes
Balance
on IRA
$750,000
($140,000)
$820,000
($154,000)
$1,282,499
($248,019)
$1,987,346
($378,302)
$2,917,328
($439,075)
$4,196,295
($433,052)
$5,882,243
($256,020)
$8,284,165
$0

Roth IRA

Net to
Family
$610,000
$666,000
$1,034,481
$1,609,044
$2,478,252
$3,763,244
$5,626,223
$8,284,165

Ending IRA
and Outside
Fund
Balance
$750,000
$676,500
$1,066,298
$1,661,274
$2,593,202
$4,055,458
$6,353,684
$9,971,615

Taxes
Net to
on IRA12
1314 Family
($140,000)
$610,000
$0
$676,500
$0 $1,066,298
$0 $1,661,274
$0 $2,593,202
$0 $4,055,458
$0 $6,353,684
$0 $9,971,615

Table 5.8: Traditional IRA vs. Roth IRA (No Estate Tax, Income
Tax Paid With Outside Funds)14

Year

Jan
Dec
Dec
Dec
Dec
Dec
Dec
Dec

1, 1998
31, 1998
31, 2003
31, 2008
31, 2013
31, 2018
31, 2023
31, 2028

Traditional IRA
Ending IRA
and Outside
Fund
Taxes
Balance
on IRA
$750,000
($140,000)
$820,000
($154,000)
$1,282,499
($248,019)
$1,987,346
($378,302)
$2,917,328
($439,075)
$4,196,295
($433,052)
$5,882,243
($256,020)
$8,284,165
$0

Roth IRA

Net to
Family
$610,000
$666,000
$1,034,481
$1,609,044
$2,478,252
$3,763,244
$5,626,223
$8,284,165

Ending IRA
and Outside
Taxes
Fund
Net to
on IRA15
Balance
Family
$610,000
$750,000 ($140,000)
$677,200
$677,200
$0
$0
$1,083,825
$1,083,825
$0
$1,717,551
$1,717,551
$2,725,050
$2,725,050
$0
$4,328,356
$4,328,356
$0
$6,882,165
$6,882,165
$0
$10,953,474
$0 $10,953,474

12 This assumes the Roth IRA election is made on January 1, 1998, and the entire tax liability for that year is
withdrawn from the Roth IRA. It also assumes growth of 10 percent; income tax of 28 percent; and capital gain
rates of 20 percent; and that there is no estate tax. Under the pending TTCA ’97 there could be a tax on
distributions within five years of conversion. See Appendix C and D.
13 The income tax on the conversion to the Roth IRA is paid over four years, however if the participant were to
die in 1998 their estate would have a liability for the income tax due over the next three years. Therefore, the entire
tax liability in 1998 is $140,000.
14 This assumes the Roth IRA election is made on January 1, 1998, and the entire tax liability for that year is
funded from assets outside the IRA. It also assumes growth of 10 percent; income tax of 28 percent; capital gain
rates of 20 percent; and that there is no estate tax.

15 The income tax on the conversion to the Roth IRA is paid over four years. However, if a participant were to
die in 1998, his or her estate would have a liability for the income tax due over the next three years. Therefore, the
entire tax liability in 1998 is $140,000.
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When a client does not expect to be subject to estate tax, the analysis of
whether to convert from a traditional to a Roth IRA turns on the
following factors:
Any changes in marginal income tax rates

Whether taxes generated by the conversion can be funded
from a source outside of the traditional IRA
Whether the four-year spread is available
The benefit of avoiding minimum distribution rules at age
701/2
The impact on the taxation of Social Security benefits

A further consideration is the investment portfolio design the taxpayer is
using. (See Chapter 7 for a detailed discussion of portfolio considerations.)

Taxation of Social Security Benefits
Many taxpayers need to take into account how the Roth IRA conversion
election affects the taxation of their Social Security benefits. See Chapter 8
for an explanation of the impact of an IRA conversion on the taxation of
Social Security benefits.

The Impact of Future Estate Tax
Conversion Decision

on the

Example: John has a $3,000,000 stock portfolio in addition to his

$1,000,000 IRA. At his death, his IRA will be exposed to a 55 percent
estate tax (including an 8 percent state estate tax).
In John’s case, his wealth transfer is enhanced by paying the income tax
before paying the estate tax (see Table 5.9). This occurs because the IRC
Sec. 691(c), income in respect of a decedent (IRD) deduction allows only
for the deduction of federal estate tax. (The state estate tax is not
deductible in determining federal taxable income.)
To further complicate these computations, the IRC Sec. 691(c) deduction
for estate tax paid is subject to the 3 percent adjustment to itemized
deductions. This limitation will generally make the Roth IRA even more
desirable.
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Table 5.9: IRC Sec. 691(c) Deduction Compared to Paying Income
Tax First
Estate Tax First
Traditional IRA

IRA balance
Less income tax
Less federal estate tax
Less state estate tax
Total Taxes
Net to Family
Less Estate Tax
IRA Balance Subject to Income Tax
Less IRC §691 (c) Deduction

$1,000,000
0
(470,000)
(80,000)
(550,000)
$450,000

Income Tax First
Roth IRA
$1,000,000
(396,000)
0
0
(396,000)
$604,000
(332,200)

Balance Subject to Income Tax
Less Income Tax at 39.6%

$1,000,000
(470,000)
530,000
(209,880)

Net to Family

$ 240,120___________ $ 271,800
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The Roth IRA

and the

Younger Taxpayer

Younger clients may ask, “Why should I contribute to a Roth IRA?” The
Roth IRA is superior to the traditional IRA in two respects:
1. Once contributed, 100 percent of the growth on the Roth

IRA is tax free.
2. It is easier to access funds in a Roth IRA before age 591/2
than a regular IRA.1
IRC Sec. 408A(d)(l)(B) provides that distributions from a Roth IRA are
first treated as made from contributions. Because distributed contributions
are a nontaxable return of principal, they are not subject to either income
tax or the excise tax imposed under IRC Sec. 72(t).

Why Would a Younger Client Contribute to a Roth IRA?
Although contributions are not deductible, the Roth IRA allows a
taxpayer to maximize his or her distribution stretch because distributions are
not required at age 701/2. This feature is further enhanced because there is
no prohibition on making contributions after attaining age 701/2.
Additionally, qualified distributions from the IRA are not taxable, and
earnings on the account are taxable only when nonqualified distributions
are made. These features maximize a taxpayer’s ability to achieve the
deferral of tax and accumulate significant retirement wealth on a tax-free
basis for the benefit of future generations.

Income Limitations on Contributions
Annual contributions to Roth IRAs are limited to the lesser of $2,000 or
the taxpayer’s earned income. Contributions are further reduced by any
other traditional IRA contributions (except for educational IRA
contributions). The $2,000 limit is phased out as the taxpayer’s AGI
increases from $150,000 to $160,00012 for joint filers and $95,000 to
$110,0003 for a single taxpayer.
Married taxpayers with AGI over $160,000 and single taxpayers with AGI
over $110,000 cannot contribute to a Roth IRA. These taxpayers,
however, may still contribute to a nondeductible IRA. Furthermore, in
1 Under the pending TTCA ’97 there could be a tax on distributions within five years of conversion.
2 IRC Sec. 408A(c)(3)(C)(ii)(I).
3 IRC Sec. 408A(c)(3)(C)(ii)(II).
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certain instances, proper tax planning may allow a taxpayer to reduce his
or her income below $150,000 in a particular year to qualify for the Roth
IRA.
Example: John and Betty each earn $60,000. In addition, they have

interest and dividend income of about $30,000 to $40,000 per year.
With proper planning, John and Betty may be able to reduce their AGI
to under $150,000, thereby allowing $4,000 of contributions to Roth
IRAs.

Withdrawals From the Roth IRA
Any qualified distribution from a Roth IRA is not includible in gross
income. Qualified distributions include:
Distributions made after the taxpayer attains age 591/2.
Distributions to a beneficiary after the taxpayer’s death.
Distributions attributable to disability of the taxpayer.

A qualified special purpose distribution, which until further
clarification, is a distribution for first-time home buyers.
However, no payment can be a qualified distribution unless it is made after
the five-taxable-year period beginning with the first taxable year in which
a contribution was made to a Roth IRA.4 Early withdrawals from the
Roth IRA (before 591/2) are permitted, on a tax-free basis, as long as the
taxpayer is withdrawing contributions, not accumulated earnings. Thus,
taxpayers can first withdraw their original contributions to the Roth IRA.
Unlike the traditional IRA with nondeductible contributions that follow
the annuity rules, the Roth IRA has a special set of rules providing that all
distributions first come from nondeductible contributions.
Example (1): For the last fifteen years, Bob, age forty-five, has been

contributing $2,000 annually to his Roth IRA. His basis in the IRA is
$30,000 and it has a current market value of $75,000. If Bob makes a
$30,000 withdrawal from his Roth IRA, it would be a nontaxable
withdrawal that avoids the imposition of the 10 percent excise tax.
Example (2): The same as example 1, except that Bob withdraws

$40,000 from his Roth IRA. Although $30,000 is still treated as a tax
4 IRC Sec. 408A(d)(2)(B)(i).
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free return of the original contribution, the remaining $10,000 is a
nonqualified distribution that is subject to both income and excise tax.

The Benefit of Creating a Roth IRA Compared With a
Traditional IRA or Nonqualified Account
Example: Jessica, who is in the 28 percent tax bracket, has the

option of creating a Roth IRA, a traditional IRA, or a nonqualified
retirement account. She will contribute $2,000 annually for 30 years to
the Roth IRA or a taxable account, or $2,560 (reflecting the $560 tax
savings) to a traditional IRA. The investments are projected to grow at
an annual 10 percent rate. If any capital gains are realized in the
nonqualified account and traditional IRA, they will be taxed at a 22
percent rate. The required minimum distributions from the traditional
IRA start when Jessica is age 70 (in 2028). Table 6.1 shows the
comparison.
Table 6.1: Comparison of Roth IRA, Traditional IRA, and
Nonqualified Account: Net to Family, No Estate Tax
Year

Roth IRA

Traditional IRA

Taxable Account

1998
2003
2008
2013
2018
2023
2028
2033
2038
2043
2048

$2,200
$16,974
$40,769
$79,089
$140,805
$240,200
$398,076
$641,105
$1,032,505
$1,662,860
$2,678,053

$2,188
$16,628
$39,295
$74,945
$131,112
$219,755
$357,406
$555,954
$849,423
$1,273,197
$1,868,261

$2,156
$15,737
$35,507
$64,288
$106,187
$167,183
$253,822
$369,508
$537,920
$783,089
$1,140,000

The Benefit of a Roth IRA Compared to a 401(k) Plan
If a client’s funds are limited so that he or she cannot participate in both a
Roth IRA and a 401(k) plan, a decision must be made about which
savings plan is more advantageous. In general, during a taxpayer’s earning
years, it may be more feasible to contribute to a 401 (k) plan than to a
Roth IRA. Remember, mathematically a Roth IRA has no significant
benefit over a 401(k) plan in that the benefit is derived from tax deferral,
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not from the tax-free treatment of the withdrawals. Whether the tax is
paid at the front end (in the case of a Roth IRA) or later, on withdrawals
[in the case of a 401 (k)], the result is the same if the rates of return on
investment and the tax rates remain the same. If a taxpayer expects his or
her tax bracket to increase over time, the Roth IRA may provide a
significant benefit. Alternatively, if a taxpayer is currently taking a 401(k)
deduction in a high-tax year (in the years before retirement), the 401(k)
plan is more attractive than the Roth IRA.
In addition, many 401(k) plans also provide for employer provided matching
benefits. Obviously, when a taxpayer receives a matching benefit, the 401(k)
plan (at least to the extent of the match) is a more attractive vehicle than
the Roth IRA. One possible advantage of the Roth IRA compared with
the 401(k) plan is early withdrawals may be taken from the Roth IRA to
the extent they do not exceed the taxpayer’s basis.5 Another advantage of a
401(k) plan is the creditor protection provided under the ERISA rules.
IRA creditor protection is provided by state law that, in addition to
varying from state to state, might be less than the protection afforded by
ERISA.

Many taxpayers accumulate substantial wealth within 401(k) plans. The
Roth IRA provides them with the advantage of no required minimum
distribution at their required benefit date, allowing them to reduce future taxes.

5 IRC Sec. 408A(d)(l)(B) provides that distributions shall first be considered to come from basis before being
considered from income. Under the pending TTCA ’97 there could be a tax on distributions within five years of
conversion.
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Portfolio Management Considerations

A key consideration in portfolio design is which portion of the investment
pyramid (from the riskiest at the pinnacle to the safest at the base) should
be invested within the qualified retirement plan, IRA, or Roth IRA, and
which portion belongs outside of the qualified plan, IRA, or both. A
secondary consideration is positioning the client’s portfolio to reduce 1998
income to below $100,000, thereby allowing for the conversion of a
traditional IRA to a Roth IRA.

Your clients may ask you about which asset classifications they should
acquire for which retirement portfolio. For example, the questions may be
“Should my aggressive commitments be placed in my 401(k) plan, IRA,
my Roth IRA, or positioned outside of my qualified plans?” These could
be difficult questions for you and for the client’s investment advisers.

Advantages of Investments Within the Qualified Plan,
Traditional IRA, or Roth IRA
The advantages of investing through qualified plans include the following:
Growth and earnings are tax deferred.

An income tax deduction is often available when the plan or
IRA is established.
Tax rates may decrease before distributions.
There are certain favorable tax treatments for distributions
(IRC Sec. 408 rollovers, and forward averaging).

Qualified plan assets may also be afforded additional protection
in bankruptcy.

Advantages of a Roth IRA
The advantages of investing through a Roth IRA include the following:

Withdrawals are tax-free.
Contributions can be withdrawn on a tax-free, FIFO basis.1

Roth IRA distributions are not considered income for
determining whether Social Security income is taxable.

1 Under the pending TTCA ’97 there could be a tax on distributions within five years of conversion.
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Disadvantages
or

of Investments

Within a Qualified Plan

IRA
The disadvantages of investing through a qualified plan or IRA include the
following:

There is no step-up in basis on death.

Tax rates may increase before distributions.

Disadvantages of the Roth IRA
The disadvantages of investing through a Roth IRA include the following:
There is no up-front deduction.
Income is recognized on conversion of a traditional IRA to a
Roth IRA.
Income may affect the taxation of Social Security benefits.

Overall Portfolio Theory
When planning a client’s investment portfolio, all investments, including
any qualified plan or IRA investments and investments outside of such
plans should be managed as one portfolio from an investment and tax
perspective. In essence, this means looking at proper asset allocation and
tax strategies, and other investment considerations on a comprehensive
basis rather than sub-portfolio by sub-portfolio basis.

Although much of the tax and financial theory underlying the overall
portfolio theory is well settled, the Act may add some additional
complexity to a client’s investment planning. In particular, when putting
portfolio theory to work for a client, you should keep the following in
mind:

Qualified distributions from a Roth IRA are not subject to
income tax.
The maximum federal tax rate for individuals is 39.6 percent
compared with a 20 percent capital gains rate.
For married individuals with incomes of greater than
$151,750, a tax rate of 36 percent exists.
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A portion of many clients’ Social Security income is subject to
federal income tax.
— Married clients earning more than $32,000 (for single
clients, the threshold is $25,000) will pay tax on 50 percent
of their Social Security benefits. (IRC Sec. 86)
— Married clients earning more than $44,000 (for single
clients, the threshold is $34,000) will pay tax on 85 percent
of their Social Security income.

Investment Allocation
A client should consider dividing his or her investment securities between
qualified plans and non-qualified plans. To the extent that the client has a
security that appreciates in value, the step-up in basis and capital gains rates
are available. Alternatively, if a security goes down in value, capital losses
are available. In the context of a qualified plan or IRA, securities that
appreciate substantially can be sold on a tax-free basis and repositioned
within other investments. Further, the tax rate differential between
ordinary income and capital gains could make holding growth equities
outside of a qualified plan more attractive.
For many clients, placing a portion, for example 40 percent, of their
investment in an investment account and putting the remaining 60 percent
in an IRA or qualified plan may be appropriate. If the plan appreciates in
value, the securities within the IRA can be sold on a tax-free basis,
without tax erosion.

Municipal Bonds
Because municipal bonds are not subject to federal income tax, these
investments are inappropriate for a traditional IRA or Roth IRA.

U.S. Government Securities
Because of the conservative nature of U.S. government securities, they
may well be appropriate for investment in an IRA. Further, under the tax
law of many states, IRA distributions, to the extent that earnings represent
income from U.S. government securities, are not subject to tax.
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Corporate Bonds
Corporate bonds may also be an appropriate investment for an IRA in that
the earnings from the bonds are free of income tax until distribution from
the IRA.

High-Yield Equities
High-yield equities may be an appropriate investment for an IRA or Roth
IRA, because the earnings from the equities are free of income tax until
distribution.

Growth Equities
Although generally appropriate for an IRA investment, certain Blue Chip
investments that are considered to be hold investments may be best suited
for investing outside of an IRA. The reason for this is the step-up in basis
available at death and the 20 percent capital gains rate. The taxpayer should
consider dividing hold investments between qualified and non-qualified
funds.

Speculative Equities
Although often appropriate for an IRA, speculative investments, by their
very nature, result in more losses (in addition to more gains), and holding
these investments so the losses can be used to offset other capital gains may
be appropriate. Further, balancing speculative investments in a particular
issue between individual investments and IRA investments may be
appropriate. In this regard, when certain growth objectives are obtained,
the stock either outside the IRA or inside the IRA can be sold leaving the
other assets in the portfolio.

It is also important to consider your client’s years remaining to retirement
when including speculative investments in a portfolio. By their nature,
speculative investments might not be ripe for liquidation when needed to
generate retirement cash flow. Thus, the closer your client is to retirement,
the less attractive speculative investments become regardless of whether
they are in an IRA or held directly by the client.

Real Estate
Non-leveraged real estate is an acceptable investment for an IRA, and the
income will be sheltered from tax in future years. Leveraged real estate
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may be more appropriately positioned outside a client’s IRA, because losses
(subject to the passive loss rules under IRC Sec. 469) are tax deductible.
Further, with older clients, a step-up in basis or death may be a related
estate planning consideration.

Low-income housing credit partnerships (under IRC Sec. 42) are more
appropriately held outside of an IRA. These credits are of no benefit when
held within an IRA.

Options
Covered-call writing is allowed under the rules governing IRAs. Generally,
other option positions, however, will have to be used outside the IRA.

Blending Theory With Practice
Overall portfolio theory provides some good guidelines for investment
advisers. Therefore, unless you fill that role, you should work closely with
your client’s investment advisers. It is very important that you understand
your client’s financial objectives and the nature of the underlying
investments. Communication among members of the client’s planning
team is critical.

Two of the key guidelines in evaluating the overall portfolio theory are the
age and health of the client and spouse. When a client’s death, and
therefore a step-up in basis, is foreseeable in the near future (for example,
advanced age or severe illness), you should consider holding a larger
portion of the growth portfolio outside of any IRA, while keeping more
of the conservative assets within a traditional IRA.
When choosing the investments for traditional and Roth IRAs, you should
consider holding high-growth assets in the Roth IRA, while assets with
lower growth potential should be held in the traditional IRA. Although
neither IRA pays tax on current earnings or growth, the lack of a
withdrawal tax for the Roth IRA would minimize the tax erosion on the
part of the portfolio that experienced the better return.
For newly retired clients for whom a portion of Social Security income is
subject to federal income tax, you should consider holding foundation
investments (for example, bonds) in an IRA, especially if distributions are
not required, while holding the growth portfolio outside of the IRA.
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For clients in community-property states, at the death of the first spouse, a
complete step-up in basis occurs on the property held outside of an IRA.
This is an important factor to consider when determining which assets
should be held within a qualified environment, versus outside of the
qualified environment.
Portfolio theory also becomes important for clients leaving a retirement
plan. Many clients have a substantial portion of their portfolio in the stock
of their employer. Allowing this stock which has been held in a qualified
plan for many years to move into a safer portfolio is a difficult decision for
the clients. As a possible solution, it may be appropriate to sell the stock
over a period of time, using hedging strategies (generally outside of the
IRA) to assure that value is preserved. It may also be possible to reposition
the portfolio by reinvesting dividends in other stocks and market sectors.
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The Roth IRA and Your Client’s Retirement

At retirement your clients will ask you a number of questions about the
Roth IRA, including—
I am 56 years old. When can I take distributions from the
Roth IRA?
Should I convert my existing traditional IRA to a Roth IRA?
Should I pay the taxes on the Roth IRA conversion from my
Roth IRA or other assets?
Should I transfer my current qualified plan to a traditional
IRA and subsequently make a Roth IRA election?
Should I roll out employer stock (qualified employer
securities) while rolling out a portion of the plan to a regular
IRA and subsequently to a Roth IRA?

Retirement Before Age 591/2
At retirement, before age 591/2, clients often ask, “From which portfolio
should I take my retirement income?” One step is to develop a cash flow
plan that is designed to avoid the IRC Sec. 72(t) 10 percent penalty. The
exceptions to the 10 percent penalty tax, which applies to both traditional
and Roth IRAs, are as follows:
Payments on account of the participant’s death

Payments on account of the participant’s disability
One of a series of periodic payments (SEPP)

Payments on account of a separation from service after age 55,
which does not apply to early distributions from IRAs
Dividends with respect to qualifying employer securities
Distributions to an alternate payee pursuant to a qualified
domestic relations order (QDRO), which does not apply to
early distributions from Roth IRAs or traditional IRAs

Amounts not in excess of allowable medical expense
deduction
Specified insurance premium payments known as PS-58 costs
(This exception cannot apply to early distributions from IRAs,
because IRAs cannot hold life insurance, nor can they receive
a rollover of the PS-58 cost from a qualified plan.)

61

A CPA’s Guide to Making the Most of the New IRAs

Excess deferrals, excess contributions, and excess aggregate
contributions

Amounts rolled over into an IRA, because the amounts are
not included in income

Nontaxable portion equal to return of participant’s investment
(employee contributions or PS-58 costs)
Distributions to unemployed individuals for health insurance
premiums

There is no provision similar to the substantially equal periodic payment
(SEPP) test that exists to avoid nonqualified Roth IRA distributions.1
When a taxpayer desires to take funds from a Roth IRA for a nonqualified
purpose before age 591/2, he or she is subject to regular income tax.
However, to the extent the distribution represents a return of original
contribution (or income realized upon conversion) the distribution is not
taxable and not subject to the special 10 percent penalty tax.112
Example: Rich, age thirty, saves $2,000 annually for 25 years in a

Roth IRA. At age fifty-five, Rich has a balance of $216,364. If Rich
began taking SEPP, the results shown in Table 8.1 occur.
Table

8.1

Age
55
56
57
58
59
60

SEPP3
$22,363
$22,363
$22,363
$22,363
$22,363
$22,363

Cumulative
Basis
$50,000
$27,637
$5,274
$0
$0
$0

Recovery of Qualified Nonqualified
Basis
Distribution Distribution4
$22,363
$0
$0
$22,363
$0
$0
$5,274
$0
$17,089
$0
$0
$22,363
$0
$0
$22,363
$0
$0
$22,363

10% Early
Distribution
Penalty

$0
$0
$0
$0
$0
$0

1 See IRC Sec. 72(t); IRC Sec. 408A.

2 IRC Sec. 408A(d)(l)(B) provides that distributions shall be treated as coming first from basis and second from
earnings. Under the pending TTCA ’97 distributions within five years of conversion might be subjected to penalty
taxes, although IRC Sec. 72(t) provides general protection from the penalty tax.
3 Assumes 120 percent of the annual long-term applicable federal rate is 8 percent. The annuity method for
calculating the payment is used.
4 The amount of the nonqualified distribution is subject to both income tax and the 10 percent excise tax for early
withdrawals.
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Example: Lee, age forty-five, saves $2,000 annually in a Roth IRA.
At age fifty-five, the balance is $35,062. If Lee began taking SEPP, the
following results shown in Table 8.2 occur.

Table 8.2

Age

55
56
57
58
59
60

SEPP5
$3,624
$3,624
$3,624
$3,624
$3,624
$3,624

Cumulative Recovery of Qualified Nonqualified
Distribution Distribution
Basis
Basis
$3,624
$0
$20,000
$0
$0
$16,376
$3,624
$0
$12,752
$3,624
$0
$0
$0
$3,624
$0
$9,128
$3,624
$0
$5,504
$0
$1,744
$1,880
$1,880
$0

10% Early
Distribution
Penalty

$0
$0
$0
$0
$0
$0

Taxation of Social Security Benefits
Many clients need to take into account how the Roth IRA conversion
election affects the taxation of their Social Security benefits. Current law
provides that when a single individual’s income (AGI plus one-half of
Social Security benefits) exceeds $25,000 and a married couple’s income
exceeds $32,000, up to 50 percent of the Social Security benefits is subject
to income tax. To further complicate matters, a second formula taxing 85
percent of the Social Security benefits must also be taken into account.
This formula provides that Social Security benefits are taxed when a single
individual’s income (modified AGI plus one-half of the Social Security
benefits) exceeds $34,000 and a married couple’s income exceeds $44,000.
If a married couple makes a Roth IRA election in 1998, they will have
phantom income for a period of four years. This phantom income, when
added to their regular income, may increase total AGI over $44,000.
When this occurs, their Social Security income becomes subject to income
tax.
Example: Joe and Amanda receive $20,000 of interest and dividend
income in 1998 and $24,000 in Social Security benefits. In addition,
they choose to rollover $100,000 from a traditional IRA to a Roth
IRA and amortize this over the allowable four-year period. Under this
scenario, their AGI before their Social Security benefits is now $45,000
5 Assumes 120 percent of the annual long-term applicable federal rate is .8 percent. The annuity method for
calculating the payment is used.
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[$20,000 + ($100,000 / 4)]. In this case, a portion of their Social
Security benefits becomes subject to taxation.
Alternatively, if the couple waits until 1999, 100 percent of the income
created by converting the traditional IRA to the Roth IRA is subject
to income tax in 1999. This may actually have a more favorable result
than the previous situation, in which the Roth IRA conversion creates
significant phantom income in each year, causing Social Security to
become subject to income tax for each of four years. As a practical
matter, when you provide advice to clients whose Social Security
income is not currently subject to tax, you should try to make sure that
income associated with the Roth IRA conversion does not
inadvertently subject Social Security benefits to income tax. There may
be instances in which this is acceptable. However, for most clients, if
$10,000 to $15,000 of Social Security income suddenly becomes subject
to income tax, the cost of the Roth IRA conversion may be too high.
Example: Julie is age seventy and has taken her IRA distributions

since retirement. Her IRA is valued at $250,000. In 1998, her required
minimum distribution will make 85 percent of her Social Security
benefits subject to income tax. By converting her IRA to a Roth IRA,
her Social Security income continues to be taxed for the first four years
and is not subject to tax after that. Thus, by converting what would be
ordinary IRA income into Roth IRA income, it may be possible to
avoid taxation of Social Security benefits.
Because Roth IRA income is not part of the Social Security inclusion
formula, many taxpayers planning retirement may desire to convert to a
Roth IRA.

Rollover of Qualified Plan Balance
There is nothing in the language of the Act or the related committee
reports indicating that a taxpayer cannot transfer funds from a qualified
plan to a traditional IRA and subsequently make a Roth IRA election.
Example: Andrew is a salesman for a major corporation and has

$1,000,000 in his pension plan. At retirement, he chooses to transfer (in
a trustee-to-trustee transaction) the entire $1,000,000 into an IRA and
subsequently divide the IRA into several traditional IRAs. Once the
traditional IRAs are established, nothing is in the statute to prevent
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Andrew from converting either one or all of the traditional IRAs to
Roth IRAs.

The conversion would most likely occur in the year following
retirement when Andrew’s AGI is below $100,000. If the conversion
occurs in 1998, Andrew receives a four-year spread of both income and
the corresponding tax payments.6 If the conversion occurs after 1998,
100 percent of the income is realized in the year of conversion.

Contributions After Retirement
Beginning in 1998, a retired client with wage income or other self
employment income is able to make a contribution to a Roth IRA equal
to the lesser of $2,000 or 100 percent of the client’s annual compensation
less any amounts contributed to a traditional IRA during the year. The
income limitation of $150,000 for married couples and $95,000 for
individual taxpayers continues to exist.7 If a client after formal retirement
continues to earn compensation, the client has tremendous incentive to
continue to make contributions to a Roth IRA. In fact there may be
instances when the client is withdrawing funds from a regular IRA and still
contributing to a Roth IRA.

IRA Distributions
At retirement many clients ask their planners, “Should I take funds from
my regular IRA or my Roth IRA first?” This is apparently both an annual
income tax planning question and an estate planning question. General
rules are for the taxpayer to—
Retain funds in the Roth IRA while taking distributions from
the traditional IRA.
Avoid nonqualified (taxable) Roth IRA distributions.
Monitor taxation of Social Security benefits.

6 See IRC Sec. 408A(d)(3)(A)(iii).

7 IRC Sec. 408A(c)(3)(C).
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Taxpayers at Their Required Beginning Date

Minimum distributions from a traditional IRA must begin on or before
April 1 of the year following the year in which a client turns 701/2.1 The
Roth IRA, however, is not subject to these rules. It seems logical that a
taxpayer, to the extent he or she does not need the cash flow, would want
to retain funds within the Roth IRA, allowing the funds to continue to
grow tax-free.

There are, however, several difficult issues to be examined. The first of
these issues is: when is the true required beginning date for purposes of the
Roth IRA? Under the Act, is the required beginning date April 1 of the
year the participant turns 701/2, notwithstanding the fact the distributions
are suspended until the participant’s death, or is the required beginning
date the participant’s actual date of death? There is no clear answer at the
time of writing. The author believes the correct position is that designated
beneficiary status is not required until the participant’s death.

Recalculating Life Expectancies: Traditional IRAs
Clients can elect to recalculate their life expectancies and those of their
designated beneficiaries to determine the required minimum distribution.
Life expectancies are recalculated each year based on IRS mortality tables.
Example: Dave and Judy are both age seventy in 1997. Table 9.1

illustrates the recalculation/no recalculation scenarios.
Table 9.1
Year

Joint Life Expectancy
Without Recalculation

Joint Life Expectancy
With Recalculation

1997
1998
1999
2000
2001
2002
2003
2004
2005

20.6
19.6
18.6
17.6
16.6
15.6
14.6
13.6
12.6

20.6
19.8
18.9
18.1
17.3
16.5
15.7
15
14.2

1 IRC Sec. 401(a)(9)(A).
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Recalculation of life expectancies is elective if the designated beneficiary is
anyone other than the spouse; it is automatic provided the spouse is the
designated beneficiary and there is no election out.2

The risk of recalculating is that the client or spouse might die prematurely,
thereby requiring that only the surviving spouse’s life expectancy is to be
used. If both spouses die, life expectancy is zero, and 100 percent of the
funds must be distributed by December 31 following the year of death.

When planning for a client and spouse, consider recalculating the client’s
life expectancy and not recalculating the spouse’s (or other beneficiary’s)
life expectancy. This method assures that the client never outlives his or
her plan or IRA. This method also allows for a guaranteed deferral even if
both the client and the beneficiary die prematurely.
When a husband and wife are both healthy, you should counsel your client
to have the spouse use the nonrecalculation basis, while having the client
use the recalculation basis. Thus, at the death of the first spouse, the
surviving spouse should roll over the IRA.3 However, if the spouse
predeceases the client or dies shortly after the client (before a rollover can
be accomplished), the goal is to defer income tax. By having the surviving
spouse not recalculate his or her life expectancy, distributions would then
occur over the decedent’s remaining actuarial life expectancy (ghost life
expectancy) the moment before his or her death.
Example (1): At age 701/2, Dr. and Mrs. Jones both elect to

recalculate life expectancies on Dr. Jones’ traditional IRA. Several years
later, at age seventy-three, Mrs. Jones predeceases her husband. Three
years later, Dr. Jones dies, leaving the IRA payable to his children.
Because Dr. and Mrs. Jones were recalculating life expectancies,
distributions need to be completed by December 31 of the year
following October 8, 1997, Dr. Jones’ death. This is a tax nightmare
for the children because 100 percent of the funds must be withdrawn
from the IRA. Distributions during Dr. Jones’ lifetime, and after

2 Prop. Reg. Sec. 1.401(a)(9)-1, Q&A E-7.

3See PLR 9311037.
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Mrs. Jones’ death, are illustrated in Table 9.2 using a fund balance of
$1,000,000 and a 10 percent growth rate.
Table

9.2:

Naming Spouse as the Designated Beneficiary: Both
Recalculate—Distributions During Dr. Jones’ Lifetime
Year

Beginning Pension
Fund Balance

Life
Expectancy

Annual
Distribution

1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

$1,000,000
$1,016,666
$1,028,866
$1,036,648
$1,038,499
$1,034,580
$1,024,234
$1,008,062
$984,277
$953,811
$916,383

13.2
12.5
11.9
11.2
10.6
10.0
9.5
8.9
8.4
7.9
7.4

$75,758
$81,333
$86,459
$92,558
$97,972
$103,458
$107,814
$113,265
$117,176
$120,736
$123,836

Example (2): At age 701/2, Dr. and Mrs. Jones elect not to

recompute life expectancies. Several years later, Mrs. Jones dies, and
Dr. Jones dies two years after that. The IRA distributions are made
over Dr. Jones’s actuarial life expectancy (ghost life expectancy), based
on his age adjusted from age 701/2.
Example (3): Same as example (1), except Dr. Jones converts his

IRA to a Roth IRA before his death. In this case, after Dr. Jones’
death, the entire Roth IRA balance will have to be paid by December
31 following the year of death. This distribution, however, will not be
subject to income tax, but probably will be subject to the penalty tax as
a distribution made within five years of conversion.4
Regardless of which date applies, when a taxpayer’s spouse is the
primary beneficiary, an important election needs to be made regarding
recalculation. Under the IRC Sec. 401(a)(9) rules, a taxpayer and his or
her spouse may elect to both recalculate life expectancies, to both elect
the term-certain method, or to elect a hybrid method in which one

4 Under the pending TTCA ’97 there could be a tax on distributions within five years of conversion.
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spouse elects the term-certain method while the other spouse elects to
recalculate. Table 9.3 shows the different distribution options.
Table 9.3

Recalculate
Recalculate
Recalculate
Recalculate

Husband

Wife

Yes
No
Yes
No

Yes
No
No
Yes

When the beneficiary is not a spouse, the beneficiary is deemed to be on
the term-certain method.56
Example: Dan names his forty-year-old son, Dan, Jr., as the

beneficiary of his Roth IRA. At age sixty-nine (before his required
beginning date), Dan dies. Dan, Jr., is deemed to be on the term
certain method and takes distributions as shown in Table 9.4.
Table 9.4: Client Leaves $1,000,000 IRA

to

Child6

Life

Year

Beginning Pension
Fund Balance

Expectancy

Annual
Distribution

1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012

$1,000,000
$1,074,118
$1,153,060
$1,237,048
$1,326,303
$1,421,039
$1,521,460
$1,627,754
$1,740,092
$1,858,621
$1,983,454
$2,114,668
$2,252,290
$2,396,288
$2,546,564
$2,702,932

42.5
41.5
40.5
39.5
38.5
37.5
36.5
35.5
34.5
33.5
32.5
31.5
30.5
29.5
28.5
27.5

$23,529
$25,882
$28,471
$31,318
$34,449
$37,894
$41,684
$45,852
$50,437
$55,481
$61,029
$67,132
$73,846
$81,230
$89,353
$98,288

Upon turning age 701/2, a client will need to ask the question, who is the
best beneficiary of my IRA from both an income tax and an estate
planning perspective? From an estate planning perspective, one of the key
5 Prop. Reg. Sec. 1.401(a)(9)-l Q&A E-6.
6 Assumes a beginning balance of $1,000,000 with 10 percent growth, that estate taxes are paid from probate
estate, and that the child is age forty with a life expectancy of 42.5 years.
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goals is to fund the bypass amount (either outright or in a trust); whereas,
from the income tax perspective the goal is to maximize tax deferral.
Generally, the maximum deferral is obtained when the client names his or
her spouse as the beneficiary, and the spouse subsequently rolls over the
funds into an IRA in his or her own name.
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Preparing Beneficiary Designation Forms

Planners helping their clients with beneficiary forms are always advised to
approach a beneficiary designation form with the same care as approaching
a will. It is prudent to have the client’s legal counsel review the beneficiary
designation form, and it may often be more practical to have legal counsel
draft the form in that the contingent and secondary beneficiary designations
may become extremely complex from a drafting perspective. Secondary
and contingent beneficiaries are commonly trusts for the benefit of minor
children, a family trust, or other nominee necessitating integration with the
client’s overall estate plan. Whether the preparation of a beneficiary form
without the guidance of an attorney is the unauthorized practice of law is a
matter better left to other studies.
Generally, customized drafting will be required for any beneficiary
designation form. The standardized forms provided by the brokerage or
similar firms simply do not provide enough flexibility (in many cases
simply not enough space) for proper drafting.

Community Property Issues
Community property has special issues that affect beneficiary designation
forms. In many states, notwithstanding the fact that the IRA is in the name
of one spouse (for example, the wife), if the IRA is community property,
50 percent of the IRA is owned by each spouse. Thus, the overall estate
plan must take into account the death of either spouse.
Example: Rick and Karen have an IRA, which is community

property under their state’s law, valued at $500,000 at the time of
Rick’s death. Because of the community property law, Rick is not able
to leave 100 percent of the IRA to a bypass trust for his family but is
required to leave 50 percent to Karen, with the remaining 50 percent
going to the bypass trust. Furthermore, it is likely that Rick may have a
similar community property interest in Karen’s IRAs. If not prohibited
by state law, Rick’s ownership interest continues after his death, and his
estate becomes the owner of 50 percent of Karen’s IRA.

Reviewing the Plan

or

IRA Document

Although tax law is a critical consideration when preparing a beneficiary
designation form, the IRA or plan document is equally important. In many
instances, the plan document may be more restrictive than the tax law. For
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example, many older plans may still provide that after a participant’s death,
distributions must be taken over a five-year period. In contrast, a more upto-date plan might provide that distributions may be taken over a
beneficiary’s life expectancy.

Drafting in Anticipation

of

Disclaimer

When preparing beneficiary designation forms, the client should consider
designating his or her spouse as the beneficiary with the contingent
beneficiary being a bypass trust (see the following sections). This allows
rollover flexibility while having a contingency provision to fund a bypass
trust. (See Chapter 12 regarding estate planning.)

Consider Multiple IRAs
Many clients should create more than one IRA before reaching their
required beginning date. For example, if Tony, a widower, has two
children who are ages forty and fifty, Tony may be well advised to create
separate Roth IRAs for their benefit. At his death, provided separate Roth
IRAs were created, each child is then able to use his or her own life
expectancy to determine distributions from the IRA.

Coordination With Revocable Trust
Under many estate plans, a revocable trust is named the beneficiary of
IRAs. In the context of the traditional IRA, the revocable trust, in many
instances, is an acceptable beneficiary until the client turns age 701/2.
When the client turns 701/2, the revocable trust is no longer an acceptable
designated beneficiary, because a trust must be irrevocable by the client’s
required beginning date.1 As of the time of writing this analysis, treatment
for Roth IRAs is less clear.
It could be easily argued that because distributions are not required from
the Roth IRA until the individual dies, the beneficiary need not be an
irrevocable trust. When Treasury Regulation Sec. 1.401(a)(9) regulations
were originally designed, the irrevocability requirement was imposed to
allow plan administrators and participants to determine readily over whose
1 Prop. Regs. Sec. 1.401(a)(9)-1 Q&A D-5(a).
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life expectancy distributions would be made (that is, whether distributions
would be made over the participant’s single life expectancy or over the
participant’s and a particular beneficiary’s life expectancy). For a Roth
IRA, it may be possible to designate a testamentary trust or a revocable
trust as a beneficiary even after age 701/2 because distributions are not
required to begin until death.
However, until the issuance of further guidance from the IRS, the prudent
course of action is to follow the same approach as when working with a
traditional IRA. Establish an irrevocable trust before the client reaches age
701/2. This allows for distributions over the oldest trust beneficiary’s life
expectancy.

Funding the Credit Shelter Trust
An important question for estate planning clients is, “Should my traditional
IRA or my Roth IRA be payable to my credit shelter trust?” Initial
analysis shows that paying the Roth IRA to the credit shelter trust is more
beneficial. This is true because income tax has already been paid on the
Roth IRA. Thus, 100 percent of the funds passing to the bypass trust
eventually pass to the taxpayer’s family, compared with a traditional IRA
used to fund the bypass trust. In the latter case, income taxes may absorb
up to 39.6 percent of a traditional IRA.
Example (1): At the time of Harold’s death, $600,000 passes from

his Roth IRA into an irrevocable IRA trust. The entire $600,000
continues working for Harold’s family. Minimum distributions are
required over the oldest beneficiary’s life expectancy, which at age
forty-seven is 35.9 years, and once the distributions start, 100 percent
of the distribution may be invested for the benefit of the taxpayer’s
family: there will be no income tax due on the required minimum
distribution because of the Roth IRA. (See Table 10.1.)
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Table 10.1: Roth IRA Analysis: Post-Death Situation

Year
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012

Required
Minimum
Distribution
$16,713
$18,384
$20,223
$22,245
$24,470
$26,917
$29,608
$32,569
$35,826
$39,409
$43,349
$47,684
$52,453
$57,698
$63,468

Taxes at
O°/o

Beginning
Outside
Balance

$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0
$0

$16,713
$36,435
$59,572
$86,583
$117,979
$154,334
$196,289
$244,562
$299,952
$363,357
$435,775
$518,322
$612,240
$718,918
$839,899

Growth at
10%
$1,671
$3,643
$5,957
$8,658
$11,798
$15,433
$19,629
$24,456
$29,995
$36,336
$43,578
$51,832
$61,224
$71,892
$83,990

Taxes at
20%

($334)
($729)
($1,191)
($1,732)
($2,360)
($3,087)
($3,926)
($4,891)
($5,999)
($7,267)
($8,716)
($10,366)
($12,245)
($14,378)
($16,798)

Ending
Outside
Balance
$18,050
$39,349
$64,338
$93,510
$127,418
$166,681
$211,992
$264,126
$323,949
$392,426
$470,637
$559,787
$661,219
$776,431
$907,091

Example (2): Same as example (1), but a traditional IRA is used to

fund the irrevocable IRA trust. (See Table 10.2).
Table 10.2: Traditional IRA Analysis: Post-Death Situation

Year
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
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Required
Minimum
Distribution
$16,713
$18,384
$20,223
$22,245
$24,470
$26,917
$29,608
$32,569
$35,826
$39,409
$43,349
$47,684
$52,453
$57,698
$63,468

Taxes at
36%
($6,017)
($6,618)
($7,280)
($8,008)
($8,809)
($9,690)
($10,659)
($11,725)
($12,897)
($14,187)
($15,606)
($17,166)
($18,883)
($20,771)
($22,848)

Beginning
Outside
Balance
$10,696
$23,318
$38,126
$55,413
$75,507
$98,774
$125,625
$156,519
$191,970
$232,549
$278,896
$331,726
$391,834
$460,107
$537,535

Growth at
10%
$1,070
$2,332
$3,813
$5,541
$7,551
$9,877
$12,563
$15,652
$19,197
$23,255
$27,890
$33,173
$39,183
$46,011
$53,754

Taxes at
20%
($214)
($466)
($763)
($1,108)
($1,510)
($1,975)
($2,513)
($3,130)
($3,839)
($4,651)
($5,578)
($6,635)
($7,837)
($9,202)
($10,751)

Ending
Outside
Balance
$11,552
$25,184
$41,176
$59,846
$81,547
$106,676
$135,675
$169,041
$207,327
$251,153
$301,208
$358,264
$423,180
$496,916
$580,538

Tax Planning at the

Death of the First Spouse

chapter XI

Tax Planning at the Death of the First Spouse

At the death of the first spouse, the surviving spouse is confronted with
several choices: whether to roll IRA or Roth IRA funds over into his or
her own name, whether to disclaim funds, or whether to leave funds in a
beneficial IRA. These choices are primarily driven by estate and income
tax planning concerns and, to a lesser extent, legal and asset protection
issues. When providing advice to a client at the death of the first spouse,
you should move quickly to determine what beneficiary designations are
currently in place and to determine whether disclaimers are needed. It is
important for you to remember that the same rules governing traditional
IRAs continue to govern Roth IRAs. The plan document should always
be reviewed soon after a client dies. The steps to follow are listed in the
Checklist for Minimum Distributions After Death.
Checklist for Minimum Distributions After Death

Are recalculation elections in place?...............................................................
Is there a beneficiary?......................................................................................
Was there a beneficiary at age 701/2?.............................................................
Did death occur before age 701/2?.................................................................
a. Does the five-year rule apply?...................................................................
b. Are there exception(s) to the five-year rule?...........................................
5. Did death occur after age 701/2?....................................................................
a. If the client has a designated beneficiary, are there life expectancy
distributions?...............................................................................................
b. If there is no designated beneficiary, are there distributions by
December 31 of the year after death?......................................................
1.
2.
3.
4.

Yes

No

□
□
□
□
□
□
□

□
□
□
□
□
□
□

□

□

□

□

When meeting with a surviving spouse, one of your first roles is to
determine whether sufficient resources exist to fund the $600,000 unified
credit exemption. When a spouse is named as the direct beneficiary of an
IRA, he or she may need to disclaim all or a portion of the IRA to help
fund the bypass amount.

Tax Planning When the Roth IRA Passes to the Spouse
As with traditional IRAs, the surviving spouse may make several elections
at the death of a spouse with regard to the Roth IRA.
The surviving spouse may elect to roll the Roth IRA over into his or her
own name.1 Similar to the treatment of a traditional IRA, a surviving
1 IRC Sec. 408A(c)(6)(A) and IRC Sec. 408A(c).
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spouse is eligible to name a new designated beneficiary and begin to take
distributions over the spouse’s life expectancy along with the life
expectancy of the designated beneficiary.2
Example (1): Harold dies at age sixty-eight. Subsequent to Harold’s

death, his wife, Julie, rolls his Roth IRA into her own Roth IRA and
names new beneficiaries. No distributions are required from Julie’s
rollover Roth IRA until her death.

The spouse may continue to maintain the IRA in the deceased’s name,
deferring distributions until the later of the spouse’s required beginning
date or the deceased’s required beginning date.
Example (2): The same as example (1) except Julie does not roll

over the IRA; she maintains it in Harold’s name. Julie is not required
to begin distributions until Harold would have obtained age 701/2.3
However, as a practical matter, if Julie does not roll the IRA over into
an IRA in her own name, she will not be allowed to name a
subsequent beneficiary for tax purposes.

Trust as Beneficiary
When a trust is the designated beneficiary of a Roth IRA, distributions are
then made over the life expectancy of the oldest trust beneficiary.
Example: Lou dies at age seventy-two naming an irrevocable trust

for the benefit of his wife, Martha, age seventy. Distributions are made
over Martha’s remaining life expectancy.

Spousal Disclaimers
Under the property law of most states, the surviving spouse is allowed to
disclaim assets passing under a beneficiary designation form. When a
surviving spouse executes a disclaimer, the funds within an IRA or Roth
IRA pass to the next beneficiary. The next beneficiary is often a trust for
the benefit of the surviving spouse, the children of the couple, or both.

2 IRC Sec. 408(d)(3).
3 IRC Sec. 401(a)(9)(iv)(I).
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Tax Planning When a Roth IRA Passes
Nonspousal Beneficiary

to a

When a Roth IRA passes to an individual beneficiary, not the surviving
spouse or a trust, distributions must begin by December 31 following the
year of death. In the case of a trust and a nonspousal beneficiary,
distributions are based on a nonrecalculation method. At the death of the
first spouse (or a single individual), a life expectancy is assigned for the
nonspousal beneficiary (or if it is a trust, based on the life expectancy of
the oldest beneficiary).
Example: Alan dies when his child, the named beneficiary of his

IRA, has a 46.3 year life expectancy. Distributions are made during the
46.3 years. There is a beginning balance of $1,000,000 and a projected
10 percent growth rate. This is illustrated in Table 11.1.
Table 11.1: Distributions After Alan’s Death

Gifts

Year

Pension Fund
Beginning Value

Life Expectancy

Annual Distribution

1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015

$1,000,000
$1,076,242
$1,157,732
$1,244,758
$1,337,612
$1,436,589
$1,541,986
$1,654,095
$1,773,207
$1,899,600
$2,033,539
$2,175,271
$2,325,014
$2,482,952
$2,649,228
$2,823,930
$3,007,080
$3,198,620
$3,398,397

46.3
45.3
44.3
43.3
42.3
41.3
40.3
39.3
38.3
37.3
36.3
35.3
34.3
33.3
32.3
31.3
30.3
29.3
28.3

$21,598
$23,758
$26,134
$28,747
$31,622
$34,784
$38,263
$42,089
$46,298
$50,928
$56,020
$61,622
$67,785
$74,563
$82,019
$90,221
$99,244
$109,168
$120,085

to

Charity

Clients with charitable intentions should leave their traditional IRAs to a
charity, retaining their other assets and Roth IRAs for the benefit of the
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family. The traditional IRA is not subject to income and estate tax, and
the charity is not subject to estate tax. Accordingly, funds that pass to a
charity avoid both income and estate tax. If a Roth IRA were to pass to
charity, the income tax advantage is lost (it is taxed up front).

The Inherited-IRA Concept
The inherited-IRA concept considers the effect of arranging a client’s
affairs so that the balance in a large IRA (or qualified plan) can be
inherited intact by the client’s children at the death of the surviving spouse
(or at the death of the client, if unmarried). The key advantage of this
strategy is it allows the children to keep the IRA or Roth IRA assets intact
in an income tax-deferred environment and take withdrawals from the
inherited IRA over their own life expectancies. If properly executed and
funded, this strategy can create substantial wealth transfer opportunities for
clients. (Appendix C discusses the inherited IRA concept in further detail.)

Ordinarily, the IRA distribution strategy that provides for the greatest
benefit to a family is the strategy that provides the greatest deferral of taxes.
Deferring withdrawals from the IRA or Roth IRA for as long as possible
usually results in the greatest family wealth transfer. One exception to this
rule, in certain situations, is when the funds withdrawn are used to
purchase life insurance that permits the IRA or Roth IRA to remain intact
beyond the surviving spouse’s death by providing liquidity to fund the
estate taxes.
To permit this long-term deferral strategy to work, at the second death
there must be sufficient liquidity, from a source other than the IRA, to pay
the estate and excise taxes that would be due. Typically, at the first death,
the spouse rolls over IRA assets. Both the estate tax and excise tax are
deferred until the survivor’s death, at which time the excise taxes due on
qualified plan assets, together with estate taxes due on the total taxable
estate, are payable within nine months of the second spouse’s death. Unless
the estate and excise taxes can come from some other source, the IRA is
“invaded” to pay these taxes.
To the extent that funds are withdrawn from an IRA or Roth IRA to pay
the estate and excise taxes, income tax becomes due on the funds
withdrawn. This results in a negative tax spiral, ultimately resulting in a total
tax loss of up to 70 percent to 80 percent of the original IRA balance,
leaving only 20 percent to 30 percent of the funds for the client’s heirs.
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Example: Gene dies at age seventy-five, naming his wife Amy as the

beneficiary of his IRA. Subsequent to Gene’s death, Amy rolls funds
over into an IRA in her own name, naming their only child as the
beneficiary. Later, at Amy’s death, the child’s adjusted life expectancy is
forty years. Distributions will be made over the life expectancy of the
beneficiary. If, for example, the balance of the IRA was $2,000,000 at
Amy’s death and the beneficiary had a forty year life expectancy, only
$50,000 need be withdrawn in the first year. The negative tax spiral is
shown in Table 11.2.
Table

11.24
$

IRA Balance
—Estate Tax
—Income Tax
Net to Heirs
Percentage to Heirs
Percentage to Taxes

$2,000,000
(945,000)
(378,721)
$ 676,279

Percent
100 percent
47.25 percent
18.94 percent

33.81 percent
66.19 percent

To prevent this devastating depletion of wealth, the source of funds to pay
the estate taxes should come from outside the IRA. In some circumstances,
other liquid assets may be available for this purpose. However, the IRA
assets commonly represent the bulk of an estate. Therefore, it may be
appropriate to consider the purchase of life insurance to provide the
liquidity needed to keep the IRA intact.
In practice, this strategy is implemented by establishing an irrevocable life
insurance trust with your client’s children as beneficiaries. The trustee uses
the cash to purchase a survivorship life insurance policy or, in the case of a
surviving spouse, a single life policy. At the second death, the life insurance
proceeds are paid to the trust. To the extent needed to pay estate taxes,
cash could be either loaned to the estate, used to purchase estate assets, or
distributed to the beneficiaries. This prevents the need to withdraw funds
from the IRA to pay the taxes. After the second death, the IRA
beneficiaries can receive distributions over their life expectancies.
See Chapter 12 for a further discussion of the inherited-IRA concept.

4 Assumes a $3,000,000 taxable estate.
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chapter XII

Estate Planning for the Roth IRA

For estate planning purposes, the Roth IRA provides a wide range of
opportunities. In years to come, many clients will strategically name a
$600,000 unified-credit trust as the beneficiary of their Roth IRAs. By
using the Roth IRA (compared to a traditional IRA) to fund the by-pass
trust, these clients will be able to use assets that will not be subject to
income tax in the future.

The Effect on Estate Tax Liability
For many taxpayers with substantial wealth in their qualified plan or IRA,
the analysis of whether to convert a traditional IRA to a Roth IRA should
include the effect of estate taxes. Estate taxes affect this decision in two
ways:
1.

If an IRA is converted to a Roth IRA, the overall estate is
reduced by the amount of the income taxes paid. This results
in a lower overall estate tax base.
• Example: Tom and Sue have an IRA valued at
$1,000,000. If they elect to convert the IRA to a Roth
IRA, their estate is decreased by approximately $310,000
($1,000,000 X 31 percent).

2. From a wealth-transfer perspective, it is often better to pay

income tax before paying estate tax.

Analyzing the Interrelationship of Income Tax
and Estate Tax
At the time of a client’s death, the traditional IRA is subject to both
income tax and estate tax. In contrast, the Roth IRA is subject only to
estate tax, because the income tax has already been paid. It is generally
better to pay income tax before paying estate tax, rather than the other
way around. If at the time of a client’s death, he or she holds a traditional
IRA, it will be subject to estate tax based on the fair market value at the
date of death.
Example: Tom owns an IRA valued at $1,000,000 at his date of
death. In this case $1,000,000 is included in his estate. On the other
hand, if Tom had already made a Roth IRA election and the IRA was
valued at $650,000, only $650,000 would be included in his estate.
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Table 12.1 shows the impact of making the Roth IRA conversion
election and unified credit funding versus the traditional IRA.
Table

12.1:

The Value of Assets Passing to the Bypass Trust
Traditional IRA
Exemption Amount
Less income taxes at 31%

Net to Family

$650,000
(201,500)
$448,500

Roth IRA
$650,000
0
$650,000

Additional Wealth Transfer

$201,500

The IRC Sec. 691(c) Deduction Compared
Tax First

to

Paying Income

Is it really better to pay income taxes first?
Example: Tony has a $3,000,000 stock portfolio in addition to his

$1,000,000 IRA. At his death, his IRA will be exposed to a 55 percent
estate tax. Table 12.2 illustrates the computation.
Table

12.2
Estate Tax
First

IRA balance
Less income tax
Less federal estate tax
Less state estate tax1
Total Taxes
Net to Family
Less Estate Tax
Less Income Tax

$1,000,000
0
470,000
80,000
550,000
450,000

IRA Balance
Less IRC §691(c) Deduction
Taxable Income
Less Income Tax at 39.6%
Net to Family

$1,000,000
470,000

0

530,000
209,880
$ 240,120

Income Tax
First
$1,000,000
396,000
0
0
396,000
604,000
332,200
0

$ 271,800

1 Assumed a weighted average rate of 8%. The lower the effective state soak up tax is, the less advantageous it will
be to pay income tax first.
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The wealth transfer is enhanced by paying the income tax before paying
the estate tax. This occurs because the IRC Sec. 691(c) deduction allows
only for the deduction of federal estate tax. (The state estate tax is not
deductible in determining federal taxable income.)
To further complicate these computations, the IRC Sec. 691(c) deduction
for estate tax paid is subject to the 3 percent adjustment to itemized
deductions.

The Estate Tax Marital Deduction
Outright IRA distributions to a participant’s surviving spouse generally
qualify for the marital deduction under IRC Sec. 2056. IRA beneficiary
designations payable to a marital deduction trust also qualify for the marital
deduction (IRC Sec. 2056(b)).

The Estate Charitable Deduction
Assets that are included in a decedent’s gross estate and pass to qualified
charities qualify for the charitable deduction.2 Qualified plan benefits and
IRAs can be ideal assets to satisfy charitable gifts, because the amounts
passing from the plan to the charity can escape both estate and income tax
if properly structured. Charities do not qualify as designated beneficiaries
and so do not qualify for the exception to the accelerated minimum
distribution rules.3

If less than all of the account is to be paid to a charity, a separate account
must be established for the charity’s share to avoid tainting the entire
account and so avoid the accelerated minimum distribution requirements as
to the entire account.4
Because a Roth IRA will never be subject to income tax, it should
generally pass to one’s family and not to a charitable beneficiary.

2 IRC Sec. 2055.

3 Prop. Reg. Sec. 1.401(a)(9)-l, Q&A D-2A(a).
4 See Prop. Reg. Sec. 1.401(a)(9)-!, Q&A E-5(a)(2).
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Revocable Trust
In the author’s opinion, naming a revocable trust as a beneficiary of a
qualified plan or IRA may be problematic. As discussed earlier, it is
critically important to have a designated beneficiary. There is an issue of
who the designated beneficiary is when the trustee of a revocable trust has
discretion in allocating an IRA or qualified plan asset to either a family
trust, a QTIP trust, or a reverse QTIP trust (perhaps all with different
remainder beneficiaries).
If used, the revocable living trust should contain a fractional funding
clause. This tax effect is important in creating and funding marital
deduction estate plans. If a plan benefit or IRA is used to fund a marital or
credit shelter bequest, it should be used to fund a fractional rather than a
pecuniary formula bequest. Using the plan or IRA event to make a partial
funding of a pecuniary bequest accelerates taxable income and should,
therefore, ordinarily be avoided.
A revocable trust is not a designated beneficiary after the required
beginning date or at death unless the underlying trust receiving the IRA
automatically becomes irrevocable.

Source of Payment of Estate Tax
When designing an estate plan for large traditional or Roth IRAs, you
should understand how estate taxes are apportioned among probate and
nonprobate assets. In some states, the estate tax is apportioned among each
and every asset, whereas in other states the estate tax is borne by the
probate estate. No federal statute apportions the estate tax against plan
assets or IRAs, unlike the rules that require apportionment for life
insurance,5 power-of-appointment assets,6 QTIP assets,7 or “retained
interest” assets.8 The following examples, absent specific guidance under
state law, illustrate the federal apportionment treatment.
Example (1): $1,500,000 IRA is paid to children, and John’s will

leaves the residue of his estate, $600,000, to his wife Sue. The entire
estate tax is paid from the spouse’s residual bequest. Further, to the
5 IRC Sec. 2206.
6 IRC Sec. 2207.

7 IRC Sec. 2207A.
8 IRC Sec. 2207B.
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extent that a tax is paid, the marital deduction is reduced, causing
additional estate taxes to be paid.
Example (2): $500,000 IRA is paid to a son, and John’s will leaves

the residue of his probate estate (a $500,000 business) to his daughter.
John’s will does not allocate the estate tax liability. His daughter pays
estate taxes of $153,000 on a taxable estate of $1,000,000. The son can
take an “IRD deduction” under IRC Sec. 691(c), even though he did
not pay an estate tax. The bottom line is that the daughter nets
$347,000 ($500,000 - estate tax of $153,000 = $347,000); the son nets
$373,000 ($500,000 IRA - income tax of $126,700 = $373,300).
A critical part of every plan is for you to work with legal counsel to
determine exactly how estate taxes are apportioned among probate and
nonprobate assets. Generally, it should be possible to override state law
and for the estate planning documents to specify how estate taxes are
apportioned. In these instances, it is often critical that estate taxes not
be apportioned against IRAs or Roth IRAs but be apportioned against
regular probate assets. This allows for the maximum deferral of both
the traditional and Roth IRA.

The Generation-Skipping Transfer Tax
Generally, transfers of property from a donor or decedent to a person who
is, or who is deemed to be, two or more generations younger than the
donor or decedent, are subject to the generation-skipping transfer tax.9

To the extent that it is likely that a client’s IRA or Roth IRA bequest to a
grandchild will exceed the client’s remaining generation-skipping transfer
tax exemption (generally, $1,000,000 less generation-skipping transfers
during one’s lifetime), care should be taken to limit transfers to the
grandchildren or, at minimum, advise the client that the transfers will be
subject to the generation-skipping transfer tax.
If plan or IRA proceeds are distributed after the participant’s death to the
participant’s grandchild, or to a trust of which the participant’s
grandchildren are the only beneficiaries, a direct skip occurs, subject to
generation-skipping transfer tax.10

9 IRC Sec. 2601.
10 IRC Sec. 2612(c).
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Creating Wealth With the Roth IRA
For the larger estate, the Roth IRA provides even more dynamic
opportunities to create wealth for a client’s family. Because minimum
distributions are not required until the client’s death, it may be possible for
a couple to build substantial wealth in their Roth IRAs. The key to
protecting this wealth is to assure adequate estate liquidity to allow for the
Roth IRA to continue and to be distributed over the life expectancy of
the beneficiaries.

Taxation of Traditional IRAs at Death
At a participant’s death, a traditional IRA does not receive a step up in
basis. Distributions received after the participant’s death are income in
respect of a decedent (IRD) and eventually will be taxed to the
beneficiary.11 In designing an estate plan, care must be taken that income is
not immediately recognized upon the death of the IRA holder.

IRC Sec. 691(c) Deduction (IRD)
The person receiving income (IRD) from an IRA can deduct the federal
estate tax paid with respect to the IRA benefits.11
12 In determining the value
of this deduction, it is important to remember the following:
The deduction is a miscellaneous itemized deduction but is
not subject to the 2 percent floor.13

The deduction is likely, however, to be restricted by
limitations on the amount of itemized deductions.
The benefit of the IRD deduction is lost if no federal estate
tax is paid on the taxable income (for example, in an optimal
marital deduction plan).

In a typical marital deduction estate plan, qualified plan and
IRA proceeds should not be payable to credit shelter
beneficiaries but rather should be paid to the marital deduction
beneficiary, if possible. When the spouse or a marital trust
receives the IRD and pays the income tax, the tax paid is
11 IRC Sec. 691, GCM 39858.
12 IRC Sec. 691(c)(1).
13 IRC Sec. 67(b)(8).
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effectively deducted from the spouse’s estate at the spouse’s
death.
Example: John and Sue each have taxable estates. John leaves his
$300,000 IRA to Sue and $600,000 of other (non-IRD) assets to a
credit shelter trust. Over Sue’s lifetime, she draws out the full $300,000
and pays federal and state income taxes of $100,000. At her death, only
$200,000 remains ($300,000 IRA - $100,000 tax = $200,000) to be
taxed in her estate, while the credit shelter trust remains $600,000.
Conversely, if the $300,000 IRA had been paid to the credit shelter
trust, the credit shelter trust would be reduced by the $100,000 of
income taxes and Sue’s estate would have the full value of $300,000 of
the other assets received from John’s estate.

Additional Planning Points:
1. The IRD deduction under IRC Sec. 691(c) only applies to

federal estate tax paid and does not give any benefit for state
death taxes paid. On the other hand, if the surviving spouse
pays both state and federal income tax on distributions
received from the plan or IRA, the spouse’s estate effectively
receives an estate tax deduction for the full amount of both
income taxes, and so benefits from payment of both taxes.
2. The IRD deduction under IRC Sec. 691(c) applies only

when a federal estate tax is incurred. This is why it is
important to ensure that IRD passes at the second death,
rather than at the first death, when the optimal marital
deduction is used.
Example: Assume Brad and Stacey have $1,500,000, of which

$600,000 is an IRA. The entire $600,000 passes to a trust for the
benefit of their children at the first death. In this instance, no federal
estate tax incurred. Correspondingly, at the second death, $900,000
passes to the children from Stacey’s estate with a federal estate tax being
incurred. However, the $900,000 passing to the children at the second
death would not contain the IRD associated with the qualified plan or
IRA distribution. In the alternative, if $600,000 of hard assets are
passed to the family trust at the first death, with the IRA balance
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passing at the second death, the IRD deduction is available for the
$300,000 of IRA proceeds. This computation is shown in Table 12.3.
Table

12.3
Taxable estate
Less IRD
Net estate without IRD
Federal estate tax attributable to IRD
equals income tax deduction
Tax benefit of deduction (at combined
federal and state rate of 35 percent)

$900,000
(300,000)
600,000

86,400

$30,240

A lifetime transfer of one spouse’s IRA to the other spouse’s IRA is a
taxable distribution to the spouse from whose IRA the transfer was made
and is not excludable from income as an interspousal transfer.14

Prior Estate Tax Exemptions
Retirement benefits, IRA, and Roth IRAs are subject to estate tax in the
participant’s estate.15 Prior law allowed a complete, and then a partial,
estate tax exclusion for qualified plan assets if favorable income tax
treatment was waived. Transition rules allow for continuation of the
exclusion in specified circumstances.16

Disclaimer Provision and Beneficiary Designations
If a person makes a qualified disclaimer with respect to any interest in
property, the interest is treated as never having been transferred to that
person.17 For a qualified disclaimer to be effective, it must meet several
requirements. The term qualified disclaimer is defined as an irrevocable and
unqualified refusal by a person to accept an interest in property but only
if—

14 IRC Sec. 1041. See PLR 9422060 (3/14/94).
15 IRC Sec. 2039(a).
16 See TEFRA Sec. 456(c), DEFRA Sec. 525(b), TRA ’86 Sec. 1852(e)(3). See also PLR 9211041 and Rev. Rul.
92-22, 1992-1 C.B. 313, for a discussion of the transition rules as they relate to qualified plans. The transition rules
do not apply to the traditional or Roth IRAs (Rev. Rul. 92-22).
17 IRC Sec. 2518(a).
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The refusal is in writing.

The writing is received by the transferror of the interest, a
legal representative, or the holder of legal title to the property
to which the interest relates within a specified time frame.
The person has not accepted the interest or any of its benefits.

As a result of the refusal, the interest passes without any
direction on the part of the person making the disclaimer and
passes either to the spouse of the decedent or to a person
other than the person making the disclaimer.18

If all of the above requirements are met, the disclaimer is a qualified
disclaimer within IRC Sec. 2518.

A few other issues need to be addressed when reviewing qualified
disclaimers under IRC Sec. 2518. The first is whether a disclaimer of
benefits under a qualified plan constitutes either an assignment or alienation
of plan benefits contrary to IRC Sec. 401(a)(13) and ERISA Sec. 206(d),
or an assignment of income. GCM 39858 states that a disclaimer of
qualified plan benefits that satisfies the requirements of state law and IRC
Sec. 2518(b) is neither a prohibited assignment or alienation nor an
assignment of income.
Another issue is whether a disclaimer of benefits from either an IRA or an
individual retirement annuity constitutes an assignment of income and
whether a disclaimer is contrary to IRC Sec. 408(a)(4) or IRC Sec.
408(b)(1). IRC Sec. 408(a)(4) and IRC Sec. 408(b)(1) deal with the non
forfeitability and non-transferability of IRAs or individual retirement
annuities. GCM 39858 concludes that a disclaimer of benefits from an IRA
that satisfies the requirements of state law and IRC Sec. 2518(b) is not an
assignment of income. Also, the disclaimer is not contrary to IRC Sec.
408(a)(4) and IRC Sec. 408(b)(1).19

Death Before Required Beginning Date
If a qualified disclaimer under IRC Sec. 2518 and relevant state law is
executed by a spouse, he or she is assumed to have predeceased the
participant. When a disclaimer by the spouse results in transfer to the
family trust, the family trust is treated as the designated beneficiary for

18 IRC Sec. 2518(b).
19 GCM 39858, September 9, 1991.
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purposes of determining distributions. For a trust to be a designated
beneficiary, the following requirements must be met:
The trust is a valid trust under state law.

The trust is irrevocable as of the earlier of the required
beginning date or the death of the participant.
The beneficiaries must be identifiable.
A copy of the trust instrument is provided to the plan
administrator.20
As long as the trust meets these requirements, the distributions from the
IRA are determined based on the oldest beneficiary’s life expectancy. If the
family trust is not a qualified trust, the entire amount of the IRA must be
distributed by December 31 of the year containing the fifth anniversary of
the death.

Death After the Required Beginning Date
Similar provisions apply if the participant dies after the required beginning
date and the primary beneficiary, the spouse, disclaims a portion resulting
in a transfer to a family trust. If the proper beneficiary designations were
made as of the required beginning date, the distributions after the death of
the participant are determined based on the oldest trust beneficiary’s life
expectancy. Again, for this trust to be a designated beneficiary, the above
requirements must be met. If the trust is not a qualified trust for purposes
of Reg. Sec. 1.401 (a)(9)-l Q&A D-5(a), the entire amount of the IRA
must be distributed by December 31 of the year after the date of death. As
discussed above, the treatment of the Roth IRA is less clear.

In summary, if a qualified disclaimer is exercised, the disclaiming party, in
this case the spouse, is treated as having predeceased the participant.
Therefore, if the family trust is named as the contingent beneficiary, the
family trust is treated as a designated beneficiary if the trust meets all of the
requirements set forth above and distributions from the IRA are
determined on the oldest trust beneficiary’s life expectancy. If the trust is
not a qualified trust under IRC Sec. 401(a)(9) the distribution is
determined depending on whether the participant died before or after the
required beginning date.

20 Reg. Sec. 1.401(a)(9)-1 Q&A D-5(a).
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Drafting the Disclaimer
Care must be taken when drafting a disclaimer. It is a legal document and
should be drafted in collaboration with the client’s attorney. A disclaimer
should not refer to a pecuniary amount that passes to the trust (that is, the
amount that results in no federal estate tax). If a pecuniary amount is used
to fund the trust, the IRD is accelerated and income tax is due on the
entire amount disclaimed (or pecuniary amount).

Distributions After Death
Postmortem distributions from both the traditional and the Roth IRA are
driven by the IRC Sec. 401(a)(9) rules. For a traditional IRA, if your
client has been recalculating both his or her and his or her spouse’s life
expectancies at your client’s death (when survived by the spouse),
distributions from the traditional IRA are shown in Table 12.4, which
assumes the spouse (age seventy-four) does not roll over the IRA:
Table 12.4: Naming Spouse as the Designated Beneficiary,
Both Recalculate—Distributions After Death
of Participant21
Life

Year

Beginning Pension
Fund Balance

Expectancy21
22

Annual
Distribution

1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

$1,000,000
$1,016,666
$1,028,866
$1,036,648
$1,038,499
$1,034,580
$1,024,234
$1,008,062
$984,277
$953,811
$916,383

13.2
12.5
11.9
11.2
10.6
10.0
9.5
8.9
8.4
7.9
7.4

$75,758
$81,333
$86,459
$92,558
$97,972
$103,458
$107,814
$113,265
$117,176
$120,736
$123,836

21 At the surviving spouse’s death the remaining balance of the IRA must be distributed by December 31 of the
year following her death.

22 The life expectancy of the surviving spouse is the surviving spouse’s single life expectancy at age 74.
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Postmortem Distributions From a Roth IRA
IRC Sec. 408A(c)(4) provides that the distribution rules of IRC Sec.
401(a)(9)(A) do not apply before death. In the event of a nonspousal
beneficiary, distributions can be made over the beneficiary’s life
expectancy. These distributions are based on the nonrecalculation method23
and this provides potential for deferral.

Spousal Distributions
At the death of a Roth IRA holder, his or her spouse has two distinct
choices. The surviving spouse can—
1. Roll over the Roth IRA into his or her own name.
2. Obtain beneficial IRA beginning distributions immediately

or when the deceased spouse would have turned age 701/2 if
the deceased had continued to live.

In the context of an inherited IRA (not an IRA rollover), the spouse can
defer distributions until the spouse turns age 701/2 .24
The spouse, of course, may also disclaim the Roth IRA in favor of a
bypass trust. This has the advantage of saving estate tax while allowing the
spouse to continue as a beneficiary of the trust. (See Chapter 11, page 84.)

Spousal Rollovers
At the death of a Roth IRA holder, the surviving spouse is allowed to roll
over the Roth IRA into his or her own Roth IRA. Furthermore, it
appears that the surviving spouse is likely to be allowed to roll over the
decedent spouse’s traditional IRA into the surviving spouse’s traditional
IRA and subsequently make a Roth IRA conversion election.

Traditional IRA-to-Roth IRA Rollover
Similar to the traditional IRA-to-traditional IRA rollover, IRC Sec. 408
governs Roth IRA-to-Roth IRA rollovers. Based on the current state of
23 Prop. Regs. Sec. 1.401(a)(9)-1 Q&A E-6.
24 Ibid.
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private letter rulings in the area, it appears that IRA-to-IRA rollovers are
permitted even after age 701/2.25 There is very little doubt that spousal
rollovers are permitted before age 701/2. The fact that spousal rollovers are
permitted after the required beginning date appears to be clearly
established.

In the context of both the traditional and, presumably, the Roth IRA,
rollovers from estates and revocable trusts may be allowed in limited
circumstances. When a surviving spouse is the only beneficiary of an estate
or revocable trust, rollovers should be permitted.26 When the surviving
spouse is the beneficiary of a marital trust (under a revocable trust) and
there is a specific transfer of IRA assets, it appears likely that a rollover
may also be permitted (PLRs 8920045 and 9235058). Presumably, the
same provisions apply for the Roth IRA.27

The Inherited IRA Concept
Perhaps the most powerful planning strategy involving both the traditional
and the Roth IRA is the inherited IRA concept. For many families whose
assets are substantial, the inherited IRA concept represents the best chance
of transferring retirement wealth to their children through the following
steps:
1. The IRA is payable to one’s spouse.

2. Plan distributions are used to fund a life insurance policy.
3. A second-to-die life insurance policy is purchased and held

in an irrevocable life insurance trust.
4. The proper recalculation elections are made.28

5. A spousal rollover is performed.

6. The spouse names children IRA beneficiaries.
7. The spouse a has proper tax-apportionment clauses.

8. The children use life insurance to pay any estate tax liability.
9. The children enjoy distributions over their life expectancy.*

25 See PLRs 9311037, 9433031, and 960034.
26 See PLRs 8746055, 9515041, and 9623064.

27 IRC Sec. 408A(a) provides that the same provisions that govern traditional IRAs also apply to Roth IRAs.
28 Generally, the hybrid method described in Chapter 9 will be the proper method.
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When 100 percent of the IRAs need to be used to fund the bypass trust,
the inherited IRA may not be desirable. When this occurs, a surviving
spouse should disclaim any interest in the bypass trust.

State-of-the-Art Recommendations for the
Traditional IRA
For many years the traditional IRA has represented the most complex
portion of the modern estate plan. Planners throughout the country
struggle with how to best integrate the IRA into planning for a surviving
spouse and planning to fund the unified credit trust. The increase in the
unified credit from $600,000 to $1,000,000 by 2006 will add additional
complexity to this area.
Transfers to the surviving spouse are relatively easy. In many estate plans,
the surviving spouse simply is the primary beneficiary, with the intention
that the surviving spouse rolls over the funds into his or her own name.
Transfers to the surviving spouse generally qualify for the marital
deduction, and no estate tax will be due until the surviving spouse’s death.
Transfers to a nonspousal beneficiary or to a trust require more involved
planning. A series of private rulings indicates that at the death of the first
spouse, the second spouse has the right to roll over the decedent spouse’s
IRA into his or her own IRA.29
Example: Jim dies at age sixty-five, naming his wife Margaret the

beneficiary of his IRA. Subsequent to Jim’s death, Margaret has the
option of rolling Jim’s IRA into an IRA in her own name. Once the
IRA is rolled into Margaret’s name, Margaret will have the ability to
name new beneficiaries. Later, at Margaret’s death, distributions are
made over the beneficiaries’ life expectancy.
Basically, nine planning strategies are useful to fund the bypass trust:
1. A direct payment to a testamentary trust
2. A direct payment to both a testamentary trust and spouse

using a fractional funding clause
3. A disclaimer to a testamentary trust
4. A direct payment to a revocable trust
5. A disclaimer to a revocable trust
29 Generally, PLRs 9502042, 9534027, and 9615043.
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6. A direct payment to an irrevocable IRA trust

7. A disclaimer to an irrevocable IRA bypass trust
8. A direct payment to a qualified terminable interest property

(QTIP) trust later followed by a partial QTIP election
9. A disclaimer to a QTIP trust later followed by a partial

QTIP election
If the above does not seem complex enough, you should remember that
fractional funding clauses must be used when passing the IRA to a bypass
trust. Many wills and estate plans use a pecuniary clause, and when a
pecuniary clause is used to transfer IRD, the income will be accelerated.30

Funding the Bypass Trust With the Roth IRA
Clients will now ask, “Should I use my traditional IRA or my Roth IRA
to fund my bypass trust?” At first this may seem like a difficult question;
however, it may be relatively straightforward. Income tax has already been
paid on the Roth IRA. If $650,000 of Roth IRA assets31 are used to fund
a bypass trust, this may actually result in a greater wealth transfer than
$650,000 of traditional IRA assets. This is shown in Table 12.5.
Table 12.5: Value

of

Assets Passing to

Exemption Amount
Less income taxes at 31%

Net to Family

Additional Wealth Transfer

the

Bypass Trust

Traditional IRA

Roth IRA

$650,000
201,500
$448,500

$650,000
0
$650,000

$201,500

Income taxes severely affect the amount of wealth that actually transfers to
the bypass trust. In the instance above, only $448,500 out of the original
$650,000 survives the income tax system to pass to the family. In the
alternative, if the Roth IRA is used, greater distributions occur.

30 IRC Sec. 691(a)(1). An example of a pecuniary funding clause is the amount that results in no federal estate tax.
31 1999 unified credit exemption amount.
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TITLE III—SAVINGS AND INVESTMENT
INCENTIVES
Subtitle A—Retirement Savings
SEC. 301. RESTORATION OF IRA DEDUCTION FOR CERTAIN TAX
PAYERS.

(a) Increase in Income Limits Applicable to Active Par
ticipants.—
(1) In GENERAL.—Subparagraph (B) of section 219(g)(3) (re

lating to applicable dollar amount) is amended to read as fol
lows:
“(B) Applicable dollar amount.—The term ‘applica
ble dollar amount’ means the following:
“(i) In the case of a taxpayer filing a joint return:
“For taxable years be
ginning in:
1998 .................................
1999 .................................
2000 .................................
2001 .................................
2002 .................................
2003 .................................
2004 .................................
2005 .................................
2006 .................................
2007 and thereafter ......

The applicable
dollar amount is:
$50,000
$51,000
$52,000
$53,000
$54,000
$60,000
$65,000
$70,000
$75,000
$80,000.

“(ii) In the case of any other taxpayer (other than
a married individual filing a separate return):
“For taxable years be
ginning in:
1998 .................................
1999 .................................
2000 .................................
2001 .................................
2002 ......... ............ .
2003 ...... ............... ..........
2004 ................................
2005 and thereafter .......

The applicable
dollar amount is:
$30,000
$31,000
$32,000
$33,000
$34,000
$40,000
$45,000
$50,000.

“(Hi) In the case of a married individual filing a
separate return, zero.”.
(2) Increase in phase-out range for joint returns.—
Clause (ii) of section 219(g)(2)(A) is amended by inserting
“($20,000 in the case of a joint return for a taxable year begin
ning after December 31, 2006)”.
(b) Limitations for Active Participation Not Based on
Spouse’s Participation.—Section 219(g) (relating to limitation on
deduction for active participants in certain pension plans) is
amended—
(1) by striking “or the individual’s spouse” in paragraph
(1), and
(2) by adding at the end the following new paragraph:
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“(7) Special rule for certain spouses.—In the case of
an individual who is an active participant at no time during
any plan year ending with or within the taxable year but whose
spouse is an active participant for any part of any such plan
year—
“(A) the applicable dollar amount under paragraph
(B)(i)
(3)
with respect to the taxpayer shall be $150,000, and
“(B) the amount applicable under paragraph (2)(A)(ii)
shall be $10,000.”
(c) Effective Date.—The amendments made by this section
shall apply to taxable years beginning after December 31, 1997.
SEC. 302. ESTABLISHMENT OF NONDEDUCTIBLE TAXFREE INDIVID
UAL RETIREMENT ACCOUNTS.

(a) In General.—Subpart A of part I of subchapter D of chap
ter 1 (relating to pension, profit-sharing, stock bonus plans, etc.) is
amended by inserting after section 408 the following new section:
“SEC. 408A. ROTH IRAS.

“(a) GENERAL Rule.—Except as provided in this section, a Roth
IRA shall be treated for purposes of this title in the same manner
as an individual retirement plan.
“(b) ROTH IRA.—For purposes of this title, the term ‘Roth IRA’
means an individual retirement plan (as defined in section
7701(a)(37)) which is designated (in such manner as the Secretary
may prescribe) at the time of establishment of the plan as a Roth
IRA. Such designation shall be made in such manner as the Sec
retary may prescribe.
“(c) Treatment of Contributions.—
“(1) No DEDUCTION ALLOWED.—No deduction shall be al
lowed under section 219 for a contribution to a Roth IRA.
“(2) Contribution limit.—The aggregate amount of con
tributions for any taxable year to all Roth IRAs maintained for
the benefit of an individual shall not exceed the excess (if any)
of—
“(A) the maximum amount allowable as a deduction
under section 219 with respect to such individual for such
taxable year (computed without regard to subsection (d)(1)
or (g) of such section), over
“(B) the aggregate amount of contributions for such
taxable year to all other individual retirement plans (other
than Roth IRAs) maintained for the benefit of the individ
ual.
“(3) Limits based on modified adjusted gross in
come.—
“(A) DOLLAR limit.—The amount determined under
paragraph (2) for any taxable year shall be reduced (but
not below zero) by the amount which bears the same ratio
to such amount as—
“(i) the excess of—
“(I) the taxpayer’s adjusted gross income for
such taxable year, over
“(II) the applicable dollar amount, bears to
“(ii) $15,000 ($10,000 in the case of a joint return).
The rules of subparagraphs (B) and (C) of section 219(g)(2)
shall apply to any reduction under this subparagraph.
“(B) ROLLOVER FROM IRA.—A taxpayer shall not be al
lowed to make a qualified rollover contribution to a Roth
IRA from an individual retirement plan other than a Roth
IRA during any taxable year if—
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“(i) the taxpayer’s adjusted gross income for such
taxable year exceeds $100,000, or
“(ii) the taxpayer is a married individual filing a
separate return.
“(C) Definitions.—For purposes of this paragraph—
“(i) adjusted gross income shall be determined in
the same manner as under section 219(g)(3), except
that any amount included in gross income under sub
section (d)(3) shall not be taken into account and the
deduction under section 219 shall be taken into ac
count, and
“(ii) the applicable dollar amount is—
“(I) in the case of a taxpayer filing a joint re
turn, $150,000,
“(II) in the case of any other taxpayer (other
than a married individual filing a separate re
turn), $95,000, and
“(III) in the case of a married individual filing
a separate return, zero.
“(D) Marital status.—Section 219(g)(4) shall apply
for purposes of this paragraph.
“(4) Contributions permitted after age 701/2 .—Contribu
tions to a Roth IRA may be made even after the individual for
whom the account is maintained has attained age 701/2 .
“(5) Mandatory distribution rules not to apply be
fore DEATH.—Notwithstanding subsections (a)(6) and (b)(3) of
section 408 (relating to required distributions), the following
provisions shall not apply to any Roth IRA:
“(A) Section 401(a)(9)(A).
“(B) The incidental death benefit requirements of sec
tion 401(a).
“(6) Rollover contributions.—
“(A) In GENERAL.—No rollover contribution may be
made to a Roth IRA unless it is a qualified rollover con
tribution.
“(B) Coordination with limit—A qualified rollover
contribution shall not be taken into account for purposes of
paragraph (2).
“(7) Time when contributions made.—For purposes of
this section, the rule of section 219(f)(3) shall apply.
“(d) Distribution Rules.—For purposes of this title—
“(1) General rules.—
“(A) Exclusions from gross income.—Any qualified
distribution from a Roth IRA shall not be includible in
gross income.
“(B) Nonqualified distributions.—In applying sec
tion 72 to any distribution from a Roth IRA which is not
a qualified distribution, such distribution shall be treated
as made from contributions to the Roth IRA to the extent
that such distribution, when added to all previous distribu
tions from the Roth IRA, does not exceed the aggregate
amount of contributions to the Roth IRA.
“(2) Qualified distribution.—For purposes of this sub
section—
“(A) In general.—The term ‘qualified distribution’
means any payment or distribution—
“(i) made on or after the date on which the individ
ual attains age 591/2 ,
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“(ii) made to a beneficiary (or to the estate of the
individual) on or after the death of the individual,
“(iii) attributable to the individual’s being disabled
(within the meaning of section 72(m)(7)), or
“(iv) which is a qualified special purpose distribu
tion.
“(B) Certain distributions within 5 years.—A pay
ment or distribution shall not be treated as a qualified dis
tribution under subparagraph (A) if—
“(i) it is made within the 5-taxable year period be
ginning with the 1st taxable year for which the indi
vidual made a contribution to a Roth IRA (or such in
dividual’s spouse made a contribution to a Roth IRA)
established for such individual, or
“(ii) in the case of a payment or distribution prop
erly allocable (as determined in the manner prescribed
by the Secretary) to a qualified rollover contribution
from an individual retirement plan other than a Roth
IRA (or income allocable thereto), it is made within the
5-taxable year period beginning with the taxable year
in which the rollover contribution was made.
“(3) Rollovers from an ira other than a roth ira.—
“(A) In GENERAL.—Notwithstanding section 408(d)(3),
in the case of any distribution to which this paragraph ap
plies—
“(i) there shall be included in gross income any
amount which would be includible were it not part of
a qualified rollover contribution,
“(ii) section 72(t) shall not apply, and
“(Hi) in the case of a distribution before January
1, 1999, any amount required to be included in gross
income by reason of this paragraph shall be so in
cluded ratably over the 4-taxable year period beginning
with the taxable year in which the payment or distribu
tion is made.
“(B) Distributions to which paragraph applies.—
This paragraph shall apply to a distribution from an indi
vidual retirement plan (other than a Roth IRA) maintained
for the benefit of an individual which is contributed to a
Roth IRA maintained for the benefit of such individual in
a qualified rollover contribution.
“(C) CONVERSIONS.—The conversion of an individual
retirement plan (other than a Roth IRA) to a Roth IRA
shall be treated for purposes of this paragraph as a dis
tribution to which this paragraph applies.
“(D) Conversion of excess contributions.—If, no
later than the due date for filing the return of tax for any
taxable year (without regard to extensions), an individual
transfers, from an individual retirement plan (other than a
Roth IRA), contributions for such taxable year (and any
earnings allocable thereto) to a Roth IRA, no such amount
shall be includible in gross income to the extent no deduc
tion was allowed with respect to such amount.
“(E) Additional reporting requirements.—Trustees
of Roth IRAs, trustees of individual retirement plans, or
both, whichever is appropriate, shall include such addi
tional information in reports required under section 408(i)
as the Secretary may require to ensure that amounts re
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quired to be included in gross income under subparagraph
(A) are so included.
“(4) Coordination with individual retirement ac
counts.—Section 408(d)(2) shall be applied separately with re
spect to Roth IRAs and other individual retirement plans.
“(5) Qualified special purpose distribution.—For pur
poses of this section, the term ‘qualified special purpose dis
tribution’ means any distribution to which subparagraph (F) of
section 72(t)(2) applies.
“(e) Qualified Rollover Contribution.—For purposes of this
section, the term ‘qualified rollover contribution’ means a rollover
contribution to a Roth IRA from another such account, or from an
individual retirement plan, but only if such rollover contribution
meets the requirements of section 408(d)(3). For purposes of section
408(d)(3)(B), there shall be disregarded any qualified rollover con
tribution from an individual retirement plan (other than a Roth
IRA) to a Roth IRA. ”.
(b) Excess Contributions.—Section 4973(b), as amended by
title II, is amended by adding at the end the following new sub
section:
“(f) Excess Contributions to Roth IRAs.—For purposes of
this section, in the case of contributions to a Roth IRA (within the
meaning of section 408A(b)), the term ‘excess contributions’ means
the sum of—
“(1) the excess (if any) of—
“(A) the amount contributed for the taxable year to
such accounts (other than a qualified rollover contribution
described in section 408A(e)), over
“(B) the amount allowable as a contribution under sec
tions 408A (c)(2) and (c)(3), and
“(2) the amount determined under this subsection for the
preceding taxable year, reduced by the sum of—
“(A) the distributions out of the accounts for the taxable
year, and
“(B) the excess (if any) of the maximum amount allow
able as a contribution under sections 408A (c)(2) and (c)(3)
for the taxable year over the amount contributed to the ac
counts for the taxable year.
For purposes of this subsection, any contribution which is distrib
uted from a Roth IRA in a distribution described in section
408(d)(4) shall be treated as an amount not contributed.”
(c) Spousal IRA.—Clause (ii) of section 219(c)(1)(B) is amended
to read as follows:
“(ii) the compensation includible in the gross in
come of such individual’s spouse for the taxable year
reduced by—
“(I) the amount allowed as a deduction under
subsection (a) to such spouse for such taxable year,
and
“(II) the amount of any contribution on behalf
of such spouse to a Roth IRA under section 408A
for such taxable year. ”.
(d) Authority To Prescribe Necessary Reporting.—Section
408(i) is amended—
(1) by striking “under regulations”, and
(2) by striking “in such regulations” each place it appears.
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(e) Conforming Amendment.—The table of sections for sub
part A of part I of subchapter D of chapter 1 is amended by insert
ing after the item relating to section 408 the following new item:
“Sec. 408A. Roth IRAs.”.

(f) Effective Date.—The amendments made by this section
shall apply to taxable years beginning after December 31, 1997.
SEC. 303. DISTRIBUTIONS FROM CERTAIN PLANS MAY BE USED WITH
OUT PENALTY TO PURCHASE FIRST HOMES.

(a) In General.—Paragraph (2) of section 72(t) (relating to ex
ceptions to 10-percent additional tax on early distributions from
qualified retirement plans), as amended by section 203, is amended
by adding at the end the following new subparagraph:
“(F) Distributions from certain plans for first
HOME PURCHASES.—Distributions to an individual from an
individual retirement plan which are qualified first-time
homebuyer distributions (as defined in paragraph (8)). Dis
tributions shall not be taken into account under the preced
ing sentence if such distributions are described in subpara
graph (A), (C), (D), or (E) or to the extent paragraph (1)
does not apply to such distributions by reason of subpara
graph (B).”.
(b) DEFINITIONS.—Section 72(t), as amended by section 203, is
amended by adding at the end the following new paragraphs:
“(8) Qualified first-time homebuyer distributions.—
For purposes of paragraph (2)(F)—
“(A) In GENERAL.—The term ‘qualified first-time home
buyer distribution’ means any payment or distribution re
ceived by an individual to the extent such payment or dis
tribution is used by the individual before the close of the
120th day after the day on which such payment or distribu
tion is received to pay qualified acquisition costs with re
spect to a principal residence of a first-time homebuyer who
is such individual, the spouse of such individual, or any
child, grandchild, or ancestor of such individual or the in
dividual’s spouse.
“(B) Lifetime dollar limitation.—The aggregate
amount of payments or distributions received by an indi
vidual which may be treated as qualified first-time home
buyer distributions for any taxable year shall not exceed the
excess (if any) of—
“(i) $10,000, over
“(ii) the aggregate amounts treated as qualified
first-time homebuyer distributions with respect to such
individual for all prior taxable years.
“(C) Qualified acquisition costs.—For purposes of
this paragraph, the term ‘qualified acquisition costs’ means
the costs of acquiring, constructing, or reconstructing a res
idence. Such term includes any usual or reasonable settle
ment, financing, or other closing costs.
“(D) First-time homebuyer; other definitions.—
For purposes of this paragraph—
“(i) First-time homebuyer.—The term ‘first-time
homebuyer’ ineans any individual if—
“(1) such individual (and if married, such in
dividual’s spouse) had no present ownership inter
est in a principal residence during the 2-year pe
riod ending on the date of acquisition of the prin
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cipal residence to which this paragraph applies,
and
“(II) subsection (h) or (k) of section 1034 (as in
effect on the day before the date of the enactment
of this paragraph) did not suspend the running of
any period of time specified in section 1034 (as so
in effect) with respect to such individual on the
day before the date the distribution is applied pur
suant to subparagraph (A).
“(ii) Principal residence.—The term ‘principal
residence’ has the same meaning as when used in sec
tion 121.
“(iii) Date OF ACQUISITION.—The term ‘date of ac
quisition’ means the date—
“(I) on which a binding contract to acquire the
principal residence to which subparagraph (A) ap
plies is entered into, or
“(II) on which construction or reconstruction of
such a principal residence is commenced.
“(E) Special rule where delay in acquisition.—If
any distribution from any individual retirement plan fails
to meet the requirements of subparagraph (A) solely by rea
son of a delay or cancellation of the purchase or construc
tion of the residence, the amount of the distribution may be
contributed to an individual retirement plan as provided in
section 408(d)(3)(A)(i) (determined by substituting ‘120
days’ for ‘60 days’ in such section), except that—
“(i) section 408(d)(3)(B) shall not be applied to
such contribution, and
“(ii) such amount shall not be taken into account
in determining whether section 408(d)(3)(B) applies to
any other amount. ”.
(c) EFFECTIVE Date.—The amendments made by this section
shall apply to payments and distributions in taxable years begin
ning after December 31, 1997.
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2. Tax-free nondeductible IRAs (sec. 301 of the House bill
and sec. 302 of the Senate amendment)

Present Law
No provision. However, present law provides that an individual
can make nondeductible contributions to an IRA to the extent the
individual cannot or does not make deductible contributions. Earn
ings on nondeductible contributions are includible in income when
withdrawn.

House Bill

In general
The House bill replaces present-law nondeductible IRAs with
new American Dream IRAs (“AD IRAs”) to which individuals may
make nondeductible contributions of up to $2,000 annually. No in
come limits apply to AD IRAs, and contributions to AD IRAs are
in addition to other IRA contributions. The $2,000 contribution
limit is indexed for inflation in $50 increments.
Taxation of distributions
Qualified distributions from an AD IRA are not includible in
income. Qualified distributions are distributions (1) made after the
5-taxable year period beginning with the first taxable year for
which a contribution was made to an AD IRA and (2) which are
(a) made on or after the date on which the individual attains age
591/2, (b) made to a beneficiary on or after the death of the individ
ual, (c) attributable to the individual’s being disabled, or (d) for a
qualified special purpose distribution. A qualified special purpose
distribution is a distribution for first-time homebuyer expenses.

Conversions of IRAs to AD IRAs
An IRA may be converted to an AD IRA before January 1,
1999. Amounts that would have been includible in income had the
amounts converted been withdrawn are includible in income rat
ably over 4 years. The additional tax on early withdrawals does not
apply to conversions of IRAs to AD IRAs.
Effective date
Taxable years beginning after December 31, 1997.

Senate Amendment
In general
Same as the House bill, except that: (1) the new IRAs are
called IRA Plus accounts and (2) no more than $2,000 of annual
contributions can be made to all an individual’s IRAs.
Taxation of distributions
Same as the House bill, except that special purpose distribu
tions also include distributions to long-term unemployed individ
uals.
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Conversions of IRAs to AD IRAs
Same as the House bill, except that conversions of an IRA to
an IRA Plus can be made at any time. If the conversion is made
before January 1, 1999, the amounts that would have been includ
ible in income had the amounts converted been withdrawn are in
cludible in income ratably over 4 years. In any case, the 10-percent
tax on early withdrawals does not apply.
Effective date

Same as the House bill.
Conference Agreement

The conference agreement follows the Senate amendment, with
modifications. Under the conference agreement, the new IRA is
called the “Roth IRA” rather than the IRA Plus. The maximum
contribution that can be made to a Roth IRA is phased out for indi
viduals with AGI between $95,000 and $110,000 and for joint filers
with AGI between $150,000 and $160,000. Under the conference
agreement, distributions to long-term unemployed individuals do
not qualify as special purpose distributions. Thus, only first-time
homebuyer expenses (as defined under the Senate amendment)
qualify as special purpose distributions.
Under the conference agreement, only taxpayers with AGI of
less than $100,000 51 are eligible to roll over or convert an IRA into
a Roth IRA.
The conference agreement retains present-law nondeductible
IRAs. Thus, an individual who cannot (or does not) make contribu
tions to a deductible IRA or a Roth IRA can make contributions to
a nondeductible IRA. In no case can contributions to all an individ
ual’s IRAs for a taxable year exceed $2,000.
3. Modifications to early withdrawal tax (sec. 301 of the
House bill and sec. 303 of the Senate amendment)
Present Law

Under present law, a 10-percent additional tax applies to dis
tributions from an IRA prior to age 591/2, unless an exception ap
plies.
House Bill
The House bill adds an additional exception to the early with
drawal tax for AD IRAs only. The early withdrawal tax does not
apply to distributions from an AD IRA for first-time homebuyer ex
penses, subject to a $10,000 life-time cap.
Effective date.—Taxable years beginning after December 31,
1997.

Senate Amendment
The early withdrawal tax does not apply to distributions from
any IRA for first-time homebuyer expenses or for long-term unem
ployed individuals.
Effective date.—Same as the House bill.

51 For this purpose, AGI is determined before any amount includible in income as a result of
the rollover or conversion.
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Conference Agreement

The conference agreement follows the Senate amendment but
does not include the provision relating to long-term unemployed in
dividuals.52

52 As under the House bill and Senate amendment, the conference agreement includes a pen
alty-free withdrawal provision for education expenses.
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SEC. 5. AMENDMENTS RELATED TO TITLE III OF 1997 ACT.

(a) Amendments Related to Section 301 of

1997 Act.—Section 219(g) of the 1986 Code is amend

ed—

(1) by inserting “or the individual’s spouse”
after “individual” in paragraph (1), and

(2) by striking paragraph (7) and inserting:
“(7) Special rule for spouses who
NOT active

participants.—If

are

this subsection ap

plies to an individual for any taxable year solely be
cause their spouse is an active participant, then, in

applying this subsection to the individual (but not
their spouse)—
“(A) the applicable dollar amount under

paragraph (3)(B)(i) shall be $150,000, and
“(B) the amount applicable under para

graph (2)(A)(ii) shall be $10,000.”

•HR 2645 IH
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(b) Amendments Related

to

Section 302

of

1997 Act—

(1) Section 408A(c)(3)(A) of the 1986 Code is
amended by striking “shall be reduced” and insert

ing “shall not exceed an amount equal to the
amount determined under paragraph (2) (A) for such

taxable year, reduced”.
(2) Section 408A(c)(3) of the 1986 Code (relat

ing to limits based on modified adjusted gross in
come) is amended—

(A) by inserting “or a married individual
filing a separate return” after “joint return” in
subparagraph (A)(ii), and

(B) by striking “and the deduction under
section 219 shall be taken into account” in sub

paragraph (C)(i).

(3) Section 408A(d)(2) of the 1986 Code (de
fining qualified distribution) is amended by striking
subparagraph (B) and inserting the following:
“(B) Distributions within nonexclu
sion

PERIOD.—A payment or distribution from

•HR 2645 IH
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a Roth IRA shall not be treated as a qualified
distribution under subparagraph (A) if such
payment or distribution is made before the ex
clusion date for the Roth IRA.

"(C) Exclusion date.—For purposes of

this section, the exclusion date for any Roth
IRA is the first day of the taxable year imme
diately following the 5-taxable year period be

ginning with—
“(i) the first taxable year for which a

contribution to any Roth IRA maintained
for the benefit of the individual was made,

or

“(ii) in the case of a Roth IRA to

which 1 or more qualified rollover con
tributions were made—
“(I) from an individual retire

ment plan other than a Roth IRA, or
“(II) from another Roth IRA to

the extent such contributions are

•HR 2645 IH
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properly allocable to contributions de
scribed in subclause (I),
the most recent taxable year for which any
such qualified rollover contribution was

made.”

(4) Section 408A(d)(3) of the 1986 Code (relat

ing to rollovers from IRAs other than Roth IRAs)

is amended by adding at the end the following:
“(F) Special
tion

rule for applying sec

72.—
“(i) In general.—If—
“(I) any distribution from a Roth

IRA is made before the exclusion
date, and
“(II) any portion of such dis

tribution is properly allocable to a
qualified

rollover

contribution

de

scribed in paragraph (2)(C)(ii),
then section 72(t) shall be applied as if
such portion were includible in gross in
come.

•HR 2645 IH
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“(ii) Limitation.—Clause (i) shall

apply only to the extent of the amount in

cludible in gross income under subpara
graph (A)(i) by reason of the qualified roll

over contribution.
“(G) Special rules

for contributions

TO WHICH 4-YEAR AVERAGING APPLIES.—In the
case of a qualified rollover contribution to a
Roth IRA of a distribution to which subpara

graph (A)(iii) applied, the following rules shall
apply:

“(i) Death

of distributee.—

“(I) In general.—If the indi

vidual required to include amounts in

gross income under such subpara
graph dies before all of such amounts
are included, all remaining amounts
shall be included in gross income for

the taxable year which includes the
date of death.
“(II) Special rule for surviv
ing

SPOUSE.—If the spouse of the in

•HR 2645 IH
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dividual described in subclause (I) ac
quires the Roth IRA to which such
qualified rollover contribution is prop

erly allocable, the spouse may elect to
include the remaining amounts de

scribed

in

subclause

(I)

in

the

spouse’s gross income in the taxable
years of the spouse ending with or
within the taxable years of such indi

vidual in which such amounts would
otherwise have been includible.
“(ii) Additional tax for early

DISTRIBUTION.—

“(I) In

general.—If

any dis

tribution from a Roth IRA is made
before the exclusion date, and any
portion of such distribution is prop

erly allocable to such qualified rollover

contribution,

the

distributee’s

tax

under this chapter for the taxable
year in which the amount is received

shall be increased by 10 percent of the
•HR 2645 IH

122

Appendix C: Tax Technical Corrections Act of 1997

amount of such portion not in excess

of the amount includible in gross in
come under subparagraph (A)(i) by

reason of such qualified rollover con
tribution.
“(II) Treatment of tax.—For

purposes of this title, any tax imposed
by subclause (I) shall be treated as a

tax imposed by section 72(t) and shall

be in addition to any other tax im
posed by such section.”
(A)
(5)

Section 408A(d)(4) of the 1986 Code is

amended to read as follows:

“(4) Aggregation and ordering
Aggregation

“(A)

rules.—

rules.—Section

408(d)(2) shall be applied separately with re

spect to—
“(i) Roth IRAs and other individual
retirement plans,

“(ii) Roth IRAs described in para-

graph (2)(C)(ii) and Roth IRAs not so de
scribed, and
•HR 2645 IH
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“(iii) Roth IRAs described in para

graph (2)(C)(ii) with different exclusion
dates.
“(B) Ordering rules.—For purposes of

applying section 72 to any distribution from a
Roth IRA which is not a qualified distribution,

such distribution shall be treated as made—
“(i) from contributions to the extent
that the amount of such distribution, when

added to all previous distributions from the
Roth IRA, does not exceed the aggregate

contributions to the Roth IRA, and
“(ii) from such contributions in the

following order:

“(I) Qualified rollover contribu
tions to the extent includible in gross

income in the manner described in
paragraph (3)(A)(iii).

“(II) Qualified rollover contribu

tions not described in subclause (I) to

the extent includible in gross income
under paragraph (3)(A).
•HR 2645 IH
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“(III)

Contributions

not

de

scribed in subclause (I) or (II).

Such rules shall also apply in determining the
character of qualified rollover contributions

from one Roth IRA to another Roth IRA.”

(B) Section 408A(d)(l) of the 1986 Code is

amended to read as follows:
“(1) Exclusion.—Any qualified distribution
from a Roth IRA shall not be includible in gross in
come.”
(6)(A) Section 408A(d) of the 1986 Code (re

lating to distribution rules) is amended by adding at
the end the following:

“(6) Taxpayer
fore

may make adjustments be

DUE DATE.—

“(A) In

general.—Except

as provided by

the Secretary, if, on or before the due date for

any taxable year, a taxpayer transfers in a
trustee-to-trustee transfer any contribution to

an individual retirement plan made during such
taxable year from such plan to any other indi

vidual retirement plan, then, for purposes of
•HR 2645 IH
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this chapter, such contribution shall be treated

as having been made to the transferee plan

(and not the transferor plan).
“(B) Special

rules.—

“(i) Transfer

of earnings.—Sub

paragraph (A) shall not apply to the trans
fer of any contribution unless such transfer

is accompanied by any net income allocable
to such contribution.
“(ii) No DEDUCTION.—Subparagraph

(A) shall apply to the transfer of any con
tribution only to the extent no deduction

was allowed with respect to the contribu

tion to the transferor plan.

“(C) Due date.—For purposes of this

paragraph, the due date for any taxable year is
the last date for filing the return of tax for
such taxable year (including extensions).”

(B) Section 408A(d)(3) of the 1986 Code, as
amended by this subsection, is amended by striking
subparagraph (D) and by redesignating subpara

•HR 2645 IH
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graphs (E), (F), and (G) as subparagraphs (D), (E),
and (F), respectively.

(7) Section 302(b) of the 1997 Act is amended
by striking “Section 4973(b)” and inserting “Sec
tion 4973”.
(8) Section 408A of the 1986 Code is amended
by adding at the end the following new subsection:

“(f) Individual Retirement Plan.—For purposes

of this section, except as provided by the Secretary, the

term ‘individual retirement plan’ shall not include a sim
plified employee pension or a simple retirement account.”

•HR 2645 IH
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Client Letter

Schumaker Romenesko & Associates
CERTIFIED PUBLIC ACCOUNTANTS & CONSULTANTS

November 3, 1997

Mr. and Mrs. Harold Benson
Rural Route 1
New Holstein, WI

Re:

Your IRAs and the Inherited IRA Strategy

Dear Harold and Amanda:
I think that you should consider adopting a strategy that would allow the large
balance in your IRAs to be inherited intact by your children at the time the

surviving spouse dies. The key advantage of this strategy is that it allows your
children to keep the qualified assets in an income-tax-deferred environment (an
inherited IRA) and to take withdrawals from the inherited IRA over their own life

expectancies.

Through proper planning, which requires the execution of

documents and providing funding for the strategy, you can create substantial

wealth transfer opportunities for your family.

INPACT
1537 Park Place. P.O. Box 11997, Green Bay, WI 54307-1997 • (920) 498-9500 • Fax (920) 499-1198
Green Bay • Appleton • Oshkosh
www.sr-a.com
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Ordinarily, an IRA distribution strategy that provides the greatest benefit to your

family is one that provides the greatest possible tax deferral. By delaying
withdrawals from the IRA as long as possible, the amount of wealth that can be
transferred is maximized. There is one exception, however, to this general rule.
The exception comes into play when the funds are withdrawn from an IRA to

purchase life insurance that will permit the IRA to remain intact beyond the
surviving spouse’s death. The insurance proceeds will provide the necessary
liquidity to pay any estate taxes due following the death of the surviving spouse.

Typically, at the death of the first spouse to die, the surviving spouse rolls over
the IRA assets into a rollover IRA. When this step is taken, any estate taxes are
deferred until the death of the surviving spouse. At the surviving spouse’s death,

estate tax is due on the total taxable estate and the tax must be paid within nine

months of the death. Unless the estate tax can be paid from sources other than
the IRA, the IRA will have to be invaded to pay the tax. If it is necessary to

invade, the opportunity for tax deferral on the funds invested in the IRA comes

to an end.

When funds have to be withdrawn from an IRA to pay an estate tax liability,

those withdrawn funds become subject to income tax. This results in the socalled negative tax spiral and could ultimately result in a total tax loss of up to

60 to 70 percent of the original IRA balance. Here are some numbers that will
show you this massive tax erosion, which leaves only 30 to 40 percent of the IRA

to your heirs.

Balance in your IRA

Less: Projected Estate Tax
Projected Income Tax

Net to Heirs

$2,000,000

(945,000)
(378,721)
$ 676,279
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Percentage to Heirs

34 percent

Percentage to Taxes

66 percent

To prevent this devastating depletion of wealth, the funds to pay the taxes must
come from sources outside of the IRA. It is possible, when we review your

personal balance sheet, that you may have enough liquid assets available to pay
any projected estate taxes due. But because your IRAs represent such a large
portion of your estate, you should consider the strategy of buying life insurance

to provide the necessary liquidity.

Generally this strategy is implemented by establishing an irrevocable life
insurance trust with your family as beneficiaries. Once the trust is created, you

would make gifts of cash to the trust. The trustees would then use the cash to

purchase a survivorship life insurance policy covering both of you. Then at the
second death, when the trust receives the life insurance proceeds, those funds are

used to purchase estate assets (usually nonliquid assets) or are loaned to the
estate. An alternative to consider is to distribute trust assets directly to the

beneficiaries so they can pay the estate tax. Whichever way you might choose to
proceed, you have provided the funds to pay any estate tax liability while at the
same time eliminating the need to invade the IRA.

In a related step, your heirs can begin to receive distributions from the IRA over

their life expectancies following the second death. (There are special rules for
determining the amount of the distributions to the heirs related to the life
expectancy of the oldest beneficiary - the beneficiary with the shortest life
expectancy.)
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I think that this strategy deserves to be considered as part of your retirement and
estate planning. I will call in a few days to answer any questions you have about
putting the strategy outlined above to work for you and your family.

With kindest personal regards.

Sincerely,

Robert S. Keebler, CPA, MST
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